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PROCEEDI NGS

MR. BAKER: Good afternoon. | want to
get started on tine because we have a lot to get
through. [|'m Jonathan Baker. |'mthe FCC s chi ef
econom st. And |I'mdelighted to wel cone everyone
to a staff workshop in the FCC s proposed
rul emaki ng on special access rates for price cap
| ocal exchange carriers, which is WC Docket 525.

W have invited today four econom sts
who submitted declarations to our record: Two for
| ncunbent | ocal exchange carriers or price cap
exchange carriers -- 1'll call themILECs -- and
two for the No Choke Points Coalition. W'd like
to explore in greater detail their views about the
anal ytical framework that the Conmm ssion should
enploy in this matter. And our goal today is to
clarify differences on sone econom c issues raised
in this proceeding that are of particul ar interest
to the FCC staff.

So inour limted time we cannot hope to
address every inportant issue that -- or even

every inportant economc issue that's at stake in
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this proceeding, so please don't assune that if --
that i ssues we haven't raised are uninportant or
uninteresting to us. So just for exanple, we're
not planning to ask about -- specifically about
the effectiveness of fiber-based co-location
proxies and the price flexibility rules or the

| npact of particular terns and conditions on
rates, although | suppose it could cone up. But
these are inportant issues that the Conm ssion is
concerned w th.

W' re also not intending to prejudge any
| ssue by the way we -- the questions are asked.

So if you panelists think the question's based on
an inplicit assunption that you want to di spute,
you're wel cone to do that, but then please al so
answer the question.

So with nme at the table are four outside
econom sts. | have to find ny -- here we go. So
for the ILECs, at the far end, we have Dennis
Carlton, the Katherine Dusak MI | er Professor of
Economi cs at the Booth G aduate School of Business

at the University of Chicago and a seni or nmanagi ng
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di rector for Conpass Lexecon. And also for the
| LECs, WIIliam Taylor, who's a senior vice
presi dent at NERA, an econom c consulting firm

The coalition representatives are,
first, next to Bill Taylor, Bridger Mtchell,
who's a senior consultant at Charles R ver
Associates. And then to ny imedi ate |eft, Lee
Sel wn, who's the president of Econom cs and
Technol ogy, | ncor por at ed.

On the FCC side, | amjoined by, to ny
right, Donald Stockdale, who is the deputy chi ef
and the chief econom st for the Wreline
Conpetition Bureau, and al so Ni chol as Al exander,
who' s an associ ate bureau chief for the Wreline
Conpeti tion Bureau.

So let nme tell you in a nonent on the
format. We'll begin with five mnutes from each
of our panelists describing the major thenes he'd
like to highlight for us, and then I'Il start
asking question in four major topic areas. |I'l|
try to take no nore than 15 m nutes asking three

guestions to one side, and then -- for whoever
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W shes to respond -- and then give the other side
10 m nutes to comment.

And then fromthe FCC side here, we'l
take no nore than 10 mnutes in follow up
qguestions for whoever it nmakes sense to ask
questions to that we want to follow up on. And
then we will switch topics, we'll switch who goes
first, as between the coalition folks and the ILEC
f ol ks.

And then at the very end we'll have sone
time for additional questions about anything that
conmes up that seens to make sense to ask.

W want to get a lot done in a short
time, sol will be tough on keeping the segnents
to the allotted tine. We'Il be running a |ight
board here for you folks to | et everyone know here
when tinme's run out.

And for those of you here in our studio
audi ence who have questions, please wite them on
the i ndex cards, you know, and raise themup and
soneone wll collect them And if you're in our

| nt er net audi ence, you can e-nail questions to
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| i vequesti ons@ cc. gov.

So let's begin with sone initial iThenes
fromour four participants, and | understand that
Bill, we decided, would go first. So, Bill?

MR. TAYLOR  Yes, thank you. Yes.

Thank you. It's a pleasure to be here. | think a
wonderful thing to get all sides together and
talking. You may not realize it, but this is the
10t h year of splicing flexibility. Splicing
flexibility is the hal fway house between price
regul ati on, as the Conm ssion has al ways done it,
and nondom nant and deregulation. So it's not
deregulation, it's not a finding of nondom nance;
it is sonething partway in between in order to
make the markets work.

And al so, the 20th year of Vice Cap,
sort of an anniversary for everybody, and I'l
take it to the purpose today is to put together a
framework to assess whether the FCC s speci al
access regul ation needs to change. The background
for this fromny perspective is a special access

mar ket that appears in broad strokes to be working
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pretty well. Demand, as all you know, has

I ncreased by | eaps and bounds; transactions prices
have fallen which inplies there's a huge expansion
I n mar ket capacity.

There's been additional entry in
I nvestnent in high capacity services from
conpetitive fiber providers, cable, fixed wreless
providers. The old collocation triggers on the
books are now nore conservative than they were in
2001. We have self-supply carriers doing their
own, and their volunes of special access don't
even enter the market. In pricing flexibility
areas, we have entry which indicates that the
flexible terns and conditions that | LECs nay have
are not entirely anti-conpetitive.

W have technical change, the shift to
hi gher capacity, |ower cost, OCN services, the
shift to Alcoswtch services, to Ethernet. The
said transactions prices have fallen for services,
for bandw dths across all geographic areas. In
this setting, what would be necessary? Wat data

should we | ook for? Wat franmework should we have
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t hat woul d warrant a change in FCC regul ation?

A nodest proposal, a data-driven
gquantitative assessnent, that is, exam ne the
effects of current regulation to see rel ati onshi ps
anong prices, conpetition, terns and conditi ons,
and the triggers.

btain data on prices, scope of
conpetition in rel evant geographi c areas | ooking
at MSA threats, wire centers, sanples of wire
centers.

Look at areas wth different degrees of
conpetition and across such areas conpare prices
and nmeasures of conpetition and other terns and
conditions controlling for relative factors such
as density, access |ines, custoner
characteristics, and then use statistical analysis
to see what you can say about the relationship
bet ween prices and neasures of conpetition
controlling for other costs or denmand-based
factors.

Use these findings to assess current

regul ation; exam ne the range first of conpetitive
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nmeasures, quantitative neasures that are
observabl e; the nunber and size of collocations,

t he one we have today; nunber of bidders for
contracts; nunber of suppliers within a radius of
X to determ ne where added conpetition no |onger
results in |ower prices and use those conpetition
nmeasures to assess current triggers or to suggest
new ones.

Simlarly, you can use this data to
determ ne a conpetitive price benchmark for each
area, adjusting prices for other factors which
determ ne costs and denmand, and conpare esti nated
conpetitive priced with actual transactions prices
across price cap areas, across pricing flexibility
areas, rural areas, urban areas, and see where
current regul ati ons may be deficient.

Qovi ously, objective enpirical analysis
Is going to be difficult. The data is notoriously
| nperfect. You have to have data from everybody,
not just fromILECs or fromother specific
| i censed people; neasuring terns and conditions

for different special access services is
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difficult. Holding other costs and denand
characteristics constant across wire centers is
very inportant and very difficult to do;
nonet hel ess, this is the sort of data- driven
approach that | think will tell you how successf ul
our current regulation has been.

On the opposite side, there are
framewor ks that we should avoid: historical market
structure? No, sinply |ooking at whether prices
are rising or falling doesn't answer the question,
whet her prices are higher or lower is price cap
Phase 1 or Phase 2 MSAs doesn't matter; |ooking at
price-cost conparisons is not a wise one. Price
conpari sons with other services is not adequate,
and | ooking at price caps based on
servi ce-specific TFP growmh is a pointless
exercise, and let the data speak.

MR. BAKER: Thank you. Al right, so |
t hi nk next we have Bridger. |Is that -- okay.

MR. M TCHELL: Thank you for the
opportunity to be here and for noving ahead on the

| ssue of special access. Special access is at the
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center of the broadband econony. A w de range of

I ndustries and organi zati ons depend on speci al
access services to carry on their activities, and
they pay too nuch for these services because there
I S i nadequat e conpetition.

In the tel ecom space, special access
revenues are huge. On an annual basis, |LECs'
speci al access revenues are larger, l|larger than
all the switched access plus the entire high-cost
uni versal service fund. The bottomline is that
enabl ing end users and broadband providers to
obtai n special access at a reasonable price is not
only critical to broadband depl oynent but also to
spurring investnent and innovati on.

Unfortunately, the special access
regul atory regi ne appears to be badly broken.

"Il explain this in relation to three issues:
First, the FCC s price flexibility trigger doesn't
accurately predict where conpetition exists;
second, the price gap is too high and is not just
and reasonable; and third, ILECs' tariffs include

anti-conpetitive terns and conditions.
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1 "Il use the renmai nder of ny opening
2 remarks to very briefly describe the analytic
3 framework that wll allow the Conmm ssion to

4 I nvestigate and address these probl ens.

The Conm ssion should enploy a
tradi tional market power framework as it did in
t he recent Forbearance Order for Phoenix. The

framewor k has three key conponents: First, define

© 00 N O O

rel evant geographi ¢ and product nmarkets; next

10 assess | LECs' market power in those markets, and
11 In order to do this, obtain the data necessary to
12 conduct the analysis. To define special access
13 mar kets, use the Departnent of Justice Merger

14 Qui delines criterion, whether a small but

15 significant non-transitory increase in price or
16 sni p.

17 This nmeans that the geographic speci al
18 access market is point to point froma custoner's
19 prem se to a custoner-desi gnated network point,
20 and for custoners with nobile |ocations the

21 custoners set up premses in a netropolitan area.

22 And for product nmarkets, it neans
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channel term nation products distinguished by

bandwi dt hs and protocol, dedicated transport from

wWre center to wre center, nulti-premse

term nation plus transport service, and Ethernet

which is supplied over the sane physical transport

and termnation facilities, but has different

enpl oyed el ectroni cs.

Second, assess | LECs' market power, and

t he Conm ssion would for each product nmarket

identify the significant suppliers in the market,

and then use five major indicators to assess
mar ket power.

First, the | LECs' market share and
actual conparative supply; second, price toss
mar gi ns as neasures of profitability conparing,
for exanple, DS1 and DS3 prices to efficient
| ong-run costs using unbundl ed network el enent
rates established by the state regul ators.

Then | ook at potential entry, the
conpetitors' capacity to provide tinely, likely,
and sufficient supply response.

Fourth, the |ILECs' econom es of scal e
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and scope, and finally assess |LECs' terns and

conditions for those that inpede conpetitive

entry.

Now to the data. The geographic unit of
analysis, I've said, is ultimately the
poi nt-to-point market, but it will be necessary to

aggregate these geographic markets, for exanple,
using the ILECs' wire center, or, alternatively,
the postal ZIP code; obtain data on conpetitive
conditions in a wire center; neasure the |LECs'
mar ket share for each product; and estinate
conpetitors' potential supply and supply
el asticity. Then screen out fromthe nearly
11,000 ILECs' wire centers those where effective
conpetition is unlikely, and fromthe renaining
Wi re centers those with sufficient potenti al
demands to nake entry feasible, draw a
representative sanple of geographic markets.

And finally wth these data, assess
| LECs' market power in each sanple wire center and
each sanple pair of wire centers, evaluating the

five indicators | have sunmmari zed.
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MR. BAKER: Thank you. Dennis?

MR. CARLTON. Thank you. H, it's a
pl easure to be here. Now, let ne -- since |I'm
going second | wll try and avoid repetition wth
what Bill said.

There are a few sort of central
questions that we're investigating, but there is a
t hreshol d question that | wish to point out, and
that is whether we should engage in a further
| nvestigation about the success of regul ation, of
the current regul ation regardi ng speci al access
pricing. That is different fromthe question of
gi ven you're going to investigate how well we're
goi ng, how would you do it? | sinply point out
any dat a-gat hering exerci se and then subsequent
analysis is going to take tine and noney, and it
Is a relevant question to deci de whether you even
want to enbark on such an exercise in |ight of the
hi storical conditions and experience, sone of
which Bill has nentioned such as -- and al t hough |
under stand there nay be di spute about this --

declining prices as well as changed technol ogy.
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But putting aside what the threshold
question whether to proceed or not, how that is
answered, let's suppose we have answered the
guestion and say we want to proceed and the
question then is how So the question is, what is
the goal that the FCCis trying to achieve? And |
think it's easy to say howto inplenent: It's to
devel op practical and reasonabl e approaches to
using regulation in conbination with conpetition
to constrain prices where nmarket power exists --
significant market power exists -- and al so trying
to have criteria to decide where regulation is not
needed.

We all know that regul ation has
| nperfections. W also know conpetition is not
perfect, and figuring out when to use each can
entail a cost, if you nmake error. ldeally, the
FCC woul d |ike to have "conpetitive prices

everywhere," but they have to recogni ze that a
decision either to use regulation or not, or sone
conbi nation, will inevitably be inperfect. The

| npl enentati on of any franmework is going to be
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conplicated involving the use of inperfect data
t hat never exactly capture what you want to
measure. And even the benchmarki ng approach,
which | think is a desirable one, we shoul dn't
fool ourselves, wll be difficult or could be
difficult to inplenent.

And, finally, | wish to point out the
possibility that there are sonetines asynmetric
risks to regulation. |[If you regulate a price too
| ow, you cut investnent, you cut alternative
arrivals frominvesting in an area, you decrease
the incentive of the ILECs to invest. In
contrast, if you set prices too high, although
undesirable initially, that can induce people to
| nvest.

Vel |, what sort of data should be
gat hered? Sone peopl e have touched on this
guestion. It's clear that the relationship we're
interested in is the relationship between price
and conpetition, so obviously you have to gather
data on each. In gathering data on prices,

econom sts know that it's not list prices, it's
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transaction prices that matter.

In figuring out how nuch conpetition
there is in an area, econom sts know that it's not
t he nunber of people who are currently supplying
any area, but it's also the nunber of people who
have the capability of supplying an area.

Mor eover, even if one dobbing has been served, is
served by a one supplier, that doesn't nean that

t hat buil ding was deprived of the benefits of
conpetition. There m ght have been several people
ex-ante who were bidding for the right to supply

t hat bui | di ng.

So gathering data on transacti on prices,
actual conpetition in an area as well as potenti al
conpetition is key.

Are there other approaches other than
t he benchmar ki ng approach that Bill nentioned? |
t hi nk the benchmar ki ng approach -- recogni zi ng,

t hough, they have -- that it had difficulties and
conplications -- it's probably the nost prom sing
one. | think there are others that have been

suggested that are nuch | ess prom sing.
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For exanple, suppose you | ook at the
price-costs margin as an indicator of narket
power. First, that's hard to do, hard to estimte
mar gi nal costs; second -- because you'll be using
typically standard accounting data -- second,
especially in this industry, you're likely to find
[price in excess of margi nal cost in many
I nstances. Does that nean there's market power or
| nper m ssi bl e market power? Just renenber, if you
find market power for one of the ILECs, you're
likely to find it for one of the rivals who are
conplaining. So you should take that into
account, and that should give you sone skepticism
about its val ue.

What about using the Merger Cuidelines?
Well, the Merger Guidelines are set up to
determ ne whether after a nerger prices are going
to go up. Even there, market definition is
regarded as very crude a beginning, but the FCCis
not interested in answering the question that the
Merger Quidelines answer: WII price go up? The

FCCis interested in answering this different
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guestion, a conpetition such that they constrain
prices in a particular area as nuch as in other
areas that are recognized to be conpetitive.

So ny sense is these alternative
approaches wll just fail. The Merger Quidelines
are not set up, as | explained in an article |
wote in 2007 to address the question: Is the
current price above conpetitive |levels? |[nstead
it's set up to answer a question about nergers, a
SNIP test, and | raised the price by 5 percent
above current levels is not the right test, and,
therefore, ny owmn viewis that the FCC should
understand a nore detailed gathering of the data
Is inportant to relate price to concentration and
nmeasures of conpetition, and to decide whether in
particul ar areas, using such studies as a
benchmark of a particul ar area exceed reasonabl e
pri cing.

Thank you.

MR. BAKER: Now, final, Lee?

MR. SELWYN. Thank you. | appreciate

the opportunity to be here and to discuss these
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I ssues with you. | want to say first at the
outset, | fully support the anal ytical franmework
that Bridger described. |1'mnot going to spend

any tinme on it right now

| want to address specific aspects of
the issues that |I think the Conm ssion needs to be
focusing, and those relate to conpetition,
triggers, and price caps. And ny selection of
these three is only because of the limted tine
that | have at this point.

Let nme first tal k about conpetition.
The presence of sonme conpetition does not a
conpetitive market nake. What makes a narket
conpetitive -- and |'m speaki ng here of
effectively conpetitive -- is that the conpetition
that exists is sufficient to constrain the
dom nant carriers fromraising prices to the point
of produci ng excessive profits and excessive price
| evel s in an econon c sense.

What conditions wll need to prevail in
order for a market to be conpetitive? First,

conpetitives will need to confront a relatively
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hi gh supplier elasticity; they will need the
ability to respond quickly to a significant price
I ncrease or to a sustained |evel of high prices.

Second, that the price-cost relationship
cannot be mai ntained at excessive |levels by the
| ncunbent because, if they are and if a conpetitor
confronts realistic opportunities to expand
capacity, we would expect those to drop. So if we
can exam ne supplier elasticities and price-cost
rel ati onships, we can learn a | ot about whether
the market is or is not effectively conpetitive.

Wth respect to triggers, the problem
with triggers as they have been adopted in the
case of price inflexibility, is that there is no
particular relationship between the triggers
adopted by the FCC and the presence of an
effectively conpetitive market. In fact, the
triggers thenselves really have very little to do
with conpetition. Indeed, they al nbst are inverse
to conpetition.

The presence of a collocation

arrangenent for a conpetitor is indicative not
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that the conpetitor has placed its own facilities
into buildings but rather that it has dependence
upon the incunbent's facility. A conpetitor would
not run its own facility into a collocation, but
it would run special access services that it
| eases fromthe incunbent into the collocation to
ultimately interconnect it wth its own networKk.
The Comm ssion based its analysis or its
sel ection of the triggers on sone sort of
predi ctive judgnent that did not quantitatively
relate or test the relationship between the
presence of the necessary threshold | evel of
coll ocations and ability of the market to devel op
In a conpetitive manner as |'ve described it.
Mor eover, the Comm ssion never | ooked back even
shortly after the triggers were nomnally
satisfied in the pricing flexibility case. The
nunber of collocations experienced a significant
drop-off, and we will provide sone data in the
record to support that statenent, and I'll talk
about it nore |ater.

Finally, I want to talk briefly about
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price caps. Price caps was a very | audable
approach to regul ation because it was intended to
provi de the dom nant providers, the dom nant
carriers with incentive to exceed industry
productivity gromh trends, and to the extent that
they could do that, they could retain a portion of
those gains for alimted period of tine.

They were al so, however, expected to
fl ow t hrough sone of those gains to consuners and
to the extent that they actually exceeded it. The
Comm ssion intended to periodically exam ne the
price cap systemto see if it was specified
correctly and, if not, to take corrective neasures
and did so several tinmes during the 1990s.

In conpetitive markets, it is
unrealistic for any one firmto expect to be able
to retain indefinitely the benefits of an
efficiency gain in the formof additional profits.
In fact, in conpetitive markets, what happens is
that an efficiency gain by one firmw|l|
ultimately be mmcked by its rivals, and that

w Il then cause the excess profit to be
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short-1lived.

A periodic price cap review essentially
acconplishes this conpetitive outcone. | don't
think that the supporters of price caps 20 years
ago when the plan was originally conceived woul d
have expected the present arrangenent where nost
of these features have been el i m nated;
essentially, it's basically been I et | oose wthout
any exam nation review or safeguards.

MR. BAKER: Thanks to all of you for
starting us off in a very interesting way.

We want now to tal k about four different
areas, and the first is of analytical franmework.
We'll start out general, and we'll get into a nore
I n-depth theory discussion in sone of the |ater
areas. And the Conmi ssion's rules, you know,
about price caps and pricing flexibility, and
volune in terns of counts, all the things we have
in our rules for special access services, are
I ntended to ensure that the | LEC sets the speci al
access rates and terns and conditions that are

just and reasonabl e and not unreasonably
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di scrimnatory. And what we're tal king about is
anal ytical framework for thinking about that.

Now | guess | want to start with Bridger
and Lee. And what |'d like to do is take off from
sonet hing that Dennis said about the inperfect
data that we would have in any approach that we
may apply and ask you to defend the anal yti cal
framework you all proposed in alittle nore
detail, but to explain sort of howit -- why it's
t he best approach, you think, taking into account
both are desired to avoid m staken inferences --
and we don't want to regul ate when we shouldn't or
fail to when we should -- but also the
adm ni strative practicality.

And so this is really a chance to
refl ect on what Dennis and Bill had to say as well
as explain a little nore the views the two of you
had.

And, Bridger, however you'd like to
divide up the tine, that'd be great.

MR. M TCHELL: Let ne take a stab, and

|l et Lee junp in.
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Qur view of the basis for an analytic
framework is that whether | like rates and | |ike
ternms and conditions are just and reasonabl e needs
to be tested against what a conpetitive narket
woul d produce. And since we don't have a
conpetitive market now and speci al access, we
don't have the opportunity to observe a
conpetitive price, and there's no way to nake that
conparison directly. So that does get us into,

I nevitably, collecting data and anal yzi ng mar ket
power. And, as |'ve said, the traditionally

mar ket power analysis is the appropriate framework
for doing that, and it's one the Comm ssion has
recently applied in Phoenix.

Now, that's where the Departnent of
Justice SNIP test really is rel evant because it
hel ps to clearly define that was separate
geographi ¢ and separate product markets and which
groups of products belong in a single market.
Whether it's a nerger or whether it's regul ation,
the definition of markets cones out of that.

Now, as far as data collection is
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concerned, there is a need, of course, to be
practi cal because the market definition would tell
us that geographic markets are individual prem ses
or buildings or sets of buildings where custoners
need connectivity between them and doing that
analysis is potentially possible for one or two, a
smal | nunber of urban areas, but as a nationw de
approach it needs to be boiled down to sonething
nore manageabl e; and yet, at the sane tine
conditions are highly dispersed across --
di sparate across netropolitan areas. For exanple,
condi tions here in downtown WAashi ngton are very
different fromWst Virginia, and yet those
geographic areas all fall within the netropolitan
statistical area.

So a wire center approach or possibly a
ZI P code point of aggregation is, we suggest, both
rel evant and practical. Mich of the |ILEC data
organi zed by wire center, so that should not prove
to be a huge barrier in terns of collecting data
fromthe | LECs.

MR. BAKER: And the -- if we attenpt to
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measure market power, are we required to think
about mar ket power the way the horizontal Merger
Quidelines do in the sense -- which is essentially
will the conduct in the future allow additional
exercise in market power? O can we anal yze

mar ket power as it is today by |ooking at market
structure? And | take that to be sone of the
points that the ILECs are making.

Lee, junp in.

MR, SELWYN:. Sure. You know, obviously,
we're concerned about the future, but, you know,
the past is indicative of the future. W have
been | ooking at a condition in this marketpl ace
for, | guess Bill said, remnded us it's 10 years
since pricing flex went in, and it's about 8 years
since the old AT&T filed a petition for a speci al
access rul emaking along with the ad hoc commttee
whi ch supported it shortly thereafter. And during
this entire period of tine, we've seen very, very
little change in the total nunber of conpetitive
bui I dings in -- nationw de.

And, in fact, there's been sone

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page:

31

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

retrenchnment because of the nergers of AT&T and
FBC, and Verizon and MCl. A nunber of conpanies
have gone out of business, collocations have gone
down. So it seens to ne that, you know, it's

al nost a cop-out to say let's ignore the past and
worry about the future when we can learn so nuch
about the future fromthe past. There is no a
priori reason at this point to expect this
condition to change materially anytine soon. And
we have 10 years' worth of experience, and in
those 10 years we have not seen the kind of
conpetitive entry that we woul d expect.

So, you know, what does the narket power
approach teach us? It teaches us sonethi ng about
the condition in the marketplace; it teaches us
sonet hi ng about whether or not conpetitors have
been successful in constraining ILEC prices. |If
conpetitors have not been successful constraining
| LEC prices, that tells us this is not a
conpetitive market. W don't need a lot of the
head count type of details that the ILECs are

demandi ng because, quite frankly, even if we found
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out that the nunber of lit buildings instead of
being in the low single-digit range was in the

m d-single-digit range, what would you do wth
that information? You'd still ultimately want to
find out if that is a level of entry that's
sufficient to constrain price, and that's the only
question that needs to be asked.

Mar ket power is a good indicia of the
success of conpetition. And these kind of head
count approaches that the | LECs have been
supporting and claimng for a long tinme if you can
do it one place, you can do it anywhere, that's
all well in theory, but as a practical natter,
CLECs can front very low supply elasticity, they
cannot respond quickly, and the |ILECs have been
responding to that condition in their pricing.

MR. BAKER: There are a coupl e things
that confuse ne in your answer. So one of them
I's, are you saying that because we don't see any
-- much actual entry, therefore, there can't be
potential conpetition constraining prices?

MR. SELWYN:. No, I'mnot -- |I'm saying
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t hat we've been heari ng about potenti al
conpetition for a long tine. It hasn't happened.

| nmean, at sone point one has to cone to the
concl usi on that, gee, maybe these predictions have
to be revisited. There's always the potential for
sonet hing to happen, but |'ve yet to see any solid
expl anation for why conditions that have prevailed
for a decade would undergo a material and radical
change any tine soon.

MR. BAKER: And just to tie this down,
in theory one mght say, well, you haven't seen
any actual conpetition because the prices being
charged are conpetitive, that potenti al
conpetition is actually constraining the prices to
be conpetitive so there's no roomfor the entrants
to cone in and nmake noney. And | take it you
don't believe that, so why not?

MR, SELWYN. Well, that's sort of
circular. | nmean the notion that we should be --
and if we start out with the assunption that
prices are conpetitive, you know, then we can

prove all sorts of good things. The point is
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that, how do you know that prices are conpetitive?

Wl |, that begs the whol e question that
we're addressing here. If you're trying to | ook
at conditions in the marketplace, if we -- it
seens to be the first question is all price is
conpetitive. Well, how do you determ ne that?
Well, you have antitrust type of tests:
Profitability tests, SNIP type tests, supply
response types of tests. There are any nunber of
I ndicia that would | ead one to draw concl usi ons
about whether or not existing price |levels are
conpetitive.

The point is that -- and we pointed this
out in a declaration that | submtted earlier this
year -- that if anything the availability of
speci al access services to conpl enent owned
facilities and wth building by a conpetitor
actually increases its ability to conpete and its
ability to invest, so it's just the opposite: |If
you nake special access so prohibitively
expensi ve, then the value of any one firms own

network of |it buildings is constrained to be so
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small that it has difficulty conpeting. It needs
to conplenent that in order to provide the sane

| evel of connectivity that an | LEC provides. |If
It can't do that, it can't conpete.

MR. BAKER: And it changes the question
slightly. What do you nake of the suggestion that
we can't use the Merger Cuidelines approach to
anal yzi ng mar ket power because it's asking the
question -- | don't think you directly answered
this -- it's asking the question will prices go up
after the nerger when the question we wanted to
ask right nowis nore akin to a question one m ght
ask, you know, in a retrospective analysis |like
one does in (inaudible) cases, had placed al ready
I ncreased to the | evel above the conpetitive
| evel .

So, do you have any views on that?

MR. M TCHELL: Yeah, well, actually the
SNI P shoul d be applied at the conpetitive |evel,
not at the nonopolist price level. So that
al ready needs to be reset down to what would be a

conpetitive level in terns of defining the market
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and aski ng whet her consuners would either |eave
of f purchasing or would switch to another
supplier, to a different product.

So, yes, | think the basic outline of
the nmerging guidelines franmework i s applicable.

MR. BAKER: But then it's got a --

MR, SELWYN. Let ne just -- let ne just
-- you know, the point is you' re absolutely right.
The Merger Cuidelines raise these questions in the
context of evaluating nergers. That doesn't nean
that these questions aren't also valid for other
pur poses. They are valid for evaluating nergers;
they are also valid for evaluating nmarket power,
as a general matter.

MR. BAKER: And |'ve got a follow up
with Bridger on if the -- if we have to apply the
SNIP test at the conpetitive |evel, how do we know
what the conpetitive level is independent of doing
the kind of price analysis or sonething |ike that,
that Bill and Dennis are proposing? O is that
what we have to do?

MR. M TCHELL: You have to use sonething
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| i ke the data that you have avail able, and we
don't yet have the conpetitive price, so it's not
possible to fully carrier that out. But even at

t he higher level of current market prices, you can
ask whet her custoners have substitutes sufficient
to cause themto | eave the market and get to a

| arger definition of product.

MR. BAKER: So essentially you're
saying, in effect, we're not -- I'mgoing to put
-- how do you respond to this? This is -- |I'm
going to say sonething that isn't quite safe, but
that the -- one objection mght, to using the SNIP
test inthis current setting mght be the claimis
that the firns are al ready exercising market
power. W mght be subject to a cellophane
fallacy, and are you all saying that, well, if
that were the case, neaning that at the high price
we al ready have a great deal of substitution from
rivals, especially going up to the place where we
see conpetition.

But Lee was enphasizing, well, no, we

haven't actually seen entry or new conpetition in
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the CLECs. So is that -- that we can't -- we're
not in a situation where price has risen above and
-- | nmean, I'msorry, we're msled by using the
Mer ger Cui del i nes approach or because the danger
Is that we might -- were we to apply a Merger

Qui del i nes approach to market definition, we would
be i ncluding conpetition that constrains now, but
didn't at the earlier conpetitive price. And is
your position that we avoid that danger by virtue
of the fact that we see that there hadn't been
much entry?

| know it's kind of convol uted, but I
t hi nk you foll ow what | was aski ng.

MR M TCHELL: Well, starting with the
prices and the observed consuner behavior, we can
get sone handl e on how nuch demand el asticity
there is, either for on elasticity or substitution
to other products. And | would agree that,

i deal |y, you would ask that question again at a
| ower price, and if you could determne it at the
conpetitive price. But the data we have shoul d at

| east provide a strong basis for defining the
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mar ket s now.

MR. BAKER: Maybe we'll switch over now
to Bill and Dennis for you to comment on both, you
know, what Bridger and Lee had to say, but don't
forget ny initial question about what's practical.
And |'d be particularly interested in hearing
about how you think we can get done Bill's data,
you know, price analysis, you know, in our
lifetine.

MR CARLTON: So let ne respond to a --
let me first respond to what Bridger and Lee were
sayi ng about the Merger Cuidelines, and then try
and directly answer your question.

| think your questions are exactly on
poi nt that about how difficult it is to use the
Merger Quidelines in a Section 2 case. The Merger
GQui delines weren't designed to be used in a
Section 2 case to ask the question of prices above
the conpetitive | evel because, if you think about
It for one nonent, if you know the conpetitive
| evel , you can answer the question imediately.

You don't need to do a narket share analysis to
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say, oh, I'll do a SNIP test, can | raise the
price by, say, 5 percent above this nunber that |
know, and what's the market share? And if the

mar ket share is large, then I'll conclude that
prices are above the conpetitive level. |f you

al ready know what the conpetitive level is, you're
done.

So the difficulty of using the Merger
Quidelines in a Section 2 case is precisely that
you don't know the conpetitive level. And as |
under stand one of the central inquiries here, it's
to ask if I"'min sonme region and |I'mnot sure
whet her it's conpetitive or not, what is the
conpetitive level? So the Merger Cuidelines, just
as a logical matter, can't answer that question.
To cal cul ate the market shares you need to know
what the conpetitive price is.

So what's the way to proceed? The way
to proceed is really practical. The use of narket
shares are useful only if hey are good predictors
of price in sonme way. That's why we cal cul ate

mar ket shares. And |l et ne enphasi ze, even in the
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Merger Cuidelines at the Departnent of Justice,
peopl e understand market shares are just the first
pl ace to begin. There's where you begin the

anal ysis, you don't end the analysis, a very crude
anal ysi s.

What you then go on -- and this is what
fits into what Bill is saying -- if you want to
gat her data on prices, and by that woul d be
transaction prices, and then conpare it to, you
know, hol di ng constant, you know, conditions --
"Il come back to that in a nonent -- to the
anount of conpetition, you have to neasure the
anmount of conpetition in sone way. And you can
nmeasure that by how many people are serving a
bui | di ng, how many people are close to serving the
bui | di ng, how many bid on serving the buil ding.
And if you don't get that data, if you don't have
that other data, there's no way you can answer the
question of what the right definition of a narket
I S.

And what do | nean by "right definition

of a market?" | don't think markets can be either
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precisely or, you know, precisely defined very
carefully, you know, delineating a sharp |line
around products. Market definitions are useful
when, when you cal cul ate their market shares
t hey' re sonehow predictive when you | ook at a data
set. So when you |l ook at a data set, is it the
case that in the areas where there's | ess
conpetition, however |'mneasuring it -- maybe by
mar ket shares, maybe by nunber of people, nmaybe by
size of people, maybe by identity of people -- by
“people” | nmean suppliers -- is there sone
predi cti on between those neasures of presence and
price? |If thereis, then that's what |I'm | ooking
for; that's what the FCC woul d be | ooking for.
Maybe there are sonme narket shares that
wor k better than others when you define markets in
different ways. You can't -- and since one of the
central questions here is going to be -- and |
agree an interesting question: Does potenti al
conpetition matter? How nuch and |et's suppose --
| agree that the dispute about there may be --

wel |l be a dispute about that. You should test
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that, so you got to get NS information about that.

So then that | eads back to the harder
gquestion. The hard question is -- and it's useful
| think to separate the data-gathering and
rel ationship of price to concentration exercise
fromthe exercise -- what, then, should the FCC
do? You can gather a very detail ed database that
you then can do these analyses on. And I'l| just
put as a footnote, endogeneity of participation is
sonet hi ng, obviously, econonetrically, you' d had
to worry about. But putting aside that, once
you' ve done this very detail ed anal ysis, and, as
Bill said, adjusting for other factors, that's how
to do cost factors density, and in an industry
|i ke this other demand services, okay, you'd have
to adjust for.

But |et's suppose you' ve done all that
and suppose you're pretty -- you'd think you have
a good nodel that predicts the conpetitive price
after you adjust for everything, then what shoul d
the FCC do? It seens to ne for practicality

you're going to have to say to yourself: Well,
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either I'"'mgoing to have to construct this

dat abase -- which | assune woul d be burdensone --
for every tine | had a hearing, or maybe there is
sone shortcut. Let ne now check the data | have
to see if | could do a shortcut. | understand if

| had all the data what |'d be doi ng, what

triggers I would use, what -- how | would make
predictions. |s there anything I can do and not
do -- make too many errors?

For exanple, if | just |ooked at the
nunber of people who would bid for a building, or
if | looked at how many m |l es, how cl ose soneone
Is to a building, sone of those good enough
proxies that they allow ne to substitute for the
full analysis, because, obviously, at the end |
understand it's going to be costly for both the
parties involved in a proceedi ngs of the FCC.

MR. BAKER Let ne cone back to the
mar ket definition where you started and -- because
| wonder whet her your argunent really goes too
far, at least -- | don't -- maybe you think this,

but the way | heard it, it cones close to saying
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we can never define markets in nonopolization
cases, you know, independent of our commrunications
role here where the market power was
retrospective; that, and yet in those settings, we
do conceptual |y sonething that sone peopl e think
m ght work is to think not -- is to reverse the
question of the Merger Cuidelines and ask if price
were to fall a small anount, would the -- you
know, how wi ||l the buyers respond and how - -
rather than if prices were to arise a snall

amount .

And so, | guess | should ask, do you
agree that we can do market definition in an
operation settings, and, if so, how do you do it?

MR. CARLTON: CGot it. One, that's a
very good question. Two, that's what | talk about
in my article in Conpetition Policy International,
and | do explain that it's extrenely difficult to
apply an analytic framework |ike the Merger
GQuidelines to do it precisely because you have to
raise -- the SNIP test woul d be above the

conpetitive price, which you don't know. And then
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you're involved with circular |ogic.

So then what do you do? It seens to ne
the best thing you can do is try and understand
who a supplier is who you think have siml ar
costs, or perhaps do, define them as possible
mar kets and cal cul ate market shares, but then --
and this is the key thing -- you have to renenber
what we are using market shares for, and if they
have sone predictability as to the conpetitive
consequences of either a nmerger or higher
concentration in one area than another. And it's
t he econonetric confirmation, quantitative
confirmation that you'd need.

And if you do it quantitatively, that's
great. |If you can -- sonetines you may have to

rely on what your clients tell you if you, in the

absence of data -- but that's the way we typically

do market definition. There's nobody who applies
technically the analytic procedures of the Merger
GQuidelines in a Section 2 case.

Now, | -- in the article | won't go

t hrough here, there are sone exceptions you can
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give if you look historically over tine in

preci sely the cases you were tal king about, if you
observe sonetine cases where prices fall. But, by
and large, it's very hard to do.

MR. BAKER: So then ny final question
for you. |I'mjust following up on this -- the --
your proposal is, essentially, we test how well
t he market shares, the candi date market shares
wor k, you know, in predicting prices.

Now, you and | both know that often the
data aren't informati ve one way or the other, that
the (inaudible) can be large; that if you were to
attenpt to neasure that kind of relationship, you
know, you mght say |I can't tell. So at that
poi nt don't you have to rely on rel ationships
bet ween price and market shares that you know
about from other industries, perhaps, or in
general? O are you left with do nothing because
you can't -- you can't -- you can't know how t hat
-- how the relationship works in this particular
I ndustry?

MR. CARLTON: You're in a tough
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Situation if you're in a position in which in your
I ndustry you can't find a relationship between
price and any other candi date markets. Then what
you have to go on are either what your clients are
telling you or, as you say, relations you see from
ot her industries. The difficulty with other

I ndustries is they better be sonewhat close to
this one, otherw se know that the price
concentration rate relationship differs enornously
across industries because of the characteristics
of those industries.

But, certainly, one industry you' d want
to -- if you do take another industry, it has to
be an industry in which there are large fixed
costs, in which there's a |ot of technol ogi cal
change that's unpredictable, and in which there's
a lot of uncertainty about how the market is
evolving. But | think the further and further
away you' d get fromyour particular industry, the
nore error-prone it's likely to be, and perhaps
you should say, what is it about this industry?

Maybe t hese candi date nmarkets make no sense at al
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if I can't find anything in the data. Maybe |I'm
doi ng sonething --

MR. BAKER: (i naudi ble) was that you
couldn't tell one way or the other. It wasn't
like it was precisely estimted at zero. It was
| npreci sely estinmated (inaudible).

MR. CARLTON: Yeah. |[If you have no
| dea, you're in a tough situation.

MR. BAKER: All right. Let ne turn now
to ny coll eagues and see how they'd like to
conti nue.

MR, STOCKDALE: Dr. Carlton, could you
explain a bit for ne, you expl ained why the Merger
Qui delines were inappropriate to apply in a case
in which you're -- a Section 2 case, as you
described it. But even in Section 2 cases, you do
have to, in sonme sense, sort of define the
geographic area within which you're going to
anal yze whether a firmhas market power. And it
isn't clear to ne exactly what you believe the
appropri ate geographic area is, or how we would

determ ne the appropriate geographic area.
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Dr. Mtchell suggested it was
poi nt-to-point markets. And what is your view?

MR. CARLTON: That's a good question. |
don't nean to suggest that the anal ytic thinking
in the Merger Quidelines are inappropriate in any
way. It's just in many cases they are hard to
I npl ement enpirically. But a specific answer to
your question would be let's suppose we' ve engaged
in this |large data-gathering ethics by their
transaction prices, and | have know edge about
suppliers, not only actually suppliers but the
| ocati on of potential suppliers. Well, your
question is really asking ne: Dennis, how -- and
pl ease call nme Dennis -- actually, when |'mon up
here, | don't know, |'ve called these people by
their first nanes, | don't nean any di srespect.
So you call nme Dennis, and since we know each
other, that's fine.

MR. BAKER: | apologize if I've insulted
anyone, too, but we can all be informal here.

MR. CARLTON: OCh, so the precise answer

to your question would -- it was you were asking
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to point for the right nunber, or.6 or a mle, the
short answer would be | don't know w t hout

I nvestigating the data. Wuat | would do, though,
woul d be, to answer your question, is exactly to
| ook at how transaction prices differ depending
upon the location of potential suppliers by

di stance. And that would allow ne to have a
better way of answering your question than, you
know, off the top of ny head how far do | think
you have to be. And that's how | think you would
do it quantitatively.

And notice that that doesn't really have
you doi ng these experinents of the SNIP test over
the conpetitive price, which you don't really
know. |In other words, the beauty of having price
data and, you know, candidate markets, and in this
case geographic markets is you let the data try
and tell you the answer, you know, subject to what
John said that, you know, this data doesn't tel
you the answer. But if you have the ability to
use data, | would think that if there is clear

answer, it wll cone through in the data.
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MR, STOCKDALE: And, Dr. Tayl or,
followng up on Dr. Carlton's analysis where |
have been told, and | may be incorrect about this,
that in many cases incunbents sell special access
servi ces under volunme and term di scounts or under
contract tariffs. And | believe you in your
declaration cited to the fact that Verizon sells
90 percent of its special access services under
t hose arrangenents.

And ny understanding is that those
arrangenents are either set at a study area basis
or an M5 -- in the case of volunme and term
di scounts are possibly broader -- or in an MSA
basis. So if there is variation in the |evel of
conpetition when the MSA, how do we sort of track
particul ar transaction prices to localities?

MR, TAYLOR: Well, | think the direct
answer for it is that you can't because -- that
Is, you can't link a transaction price for a
contract network to a locality. Networks have
many localities. | nean, | would, if |I were |ILEC

| would cut you a contract for dealing with all of
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your in-points that you are interested in. Sone
of themnmay be in price cap territory; sone of
them may be in Phase 1 and Phase 2. Many of them
wll be outside of ny territory where | served,
and I will have to inplenent them using sonething
el se. So the short answer is there isn't a
one-to0-one correspondence between contracts and
any given | ocation.

The second question that you rai sed was
sort of how | ocal are contract and di scount
prices. M understanding -- and |'msure it
differs by carrier -- at |east for Verizon, they
tend to be national and/or conpany footprint.

That is, the standard discounts that Verizon maekes
off of its tariff rates are generally national or
total footprint, not necessarily -- they're
certainly not wwre center by wire center.

MR, STOCKDALE: And if that's the case,
then how do we sort of try to connect transaction
prices wwth sort of the nunber of conpetitors or
mar ket shares, however those are defined?

MR TAYLOR: Well, again, it's
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difficult. Wat you do, | guess, is you | ook at
prices as they are, the discounted transaction
prices that you actually see that are being
charged in a given wire center. So part of a
contract would be a 10 termin a given wire
center. Unfortunately, it doesn't have a uni que
price attached to it, generally. But, wait now,
there's a discount comng off of tariff rates, so
| guess it probably does.

So you can associate a price even for a
contracted network, a piece of it, with a given
wire center and add themup over all of the
service that takes place in the wire center. And
you can produce sonething that's related to a
W re-center-specific average di scount or average
price, | think. It's very difficult sinply
because the contracts are not only across

di fferent geographic areas, but they're al so

across different services. | mean, sonme contracts

call for both 10 terns in transport; sone just 10
terns or just transport.

MR, STOCKDALE: Dr. Mtchell or Selwn,
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any thought?

MR. M TCHELL: No.

MR. SELWYN: | think we need to focus on
the fact that we're dealing with networks and t hat
what the custoner is buying is connectivity. So
we're looking at -- we need to | ook at the nmarket
at an individual building | evel because if the
conpetitor is not in a building, it's unlikely
that the custoner is going to relocate nerely to
be able to take service fromthe conpetitor.

But, you know, Bill put his finger on,
you know, a key problem The Verizon and AT&T
have enornous on-net footprints, and they're in a
position to | everage that footprint so as to
exclude conpetitors. He suggested, for exanpl e,
that Verizon m ght have different pricing for an
on-net deal than a nationw de deal that includes
of f-net, where Verizon, itself, would be
confronted with special access.

Verizon is in a position to nmake that
kind of a deal because Verizon has ubi quitous

presence within its footprint. There is no CLEC
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in the market that is in a conparabl e position.

| f you can find a CLEC to naking deals only within
it'"s owmn lit-building footprint, it wll have very
few custoners. Wthout the ability to suppl enent
that and extend it, the CLEC is essentially not in
a position to conpete.

So the kind of analysis that is being
suggested, it seens to ne is really ignoring the
networ k character of this market.

MR. BAKER: All right, 1'd like to turn
now to our next topic which follows on sonme of
what Lee di scussed about potential conpetition, so
what | think one of the definitions fromthe |LECs
call ed "intranodal conpetition?" And so | want to
start with Dennis or Bill and ask you about that.

In particular, we've been told that a
nunmber of factors, if you think about the
possibility that conpetition from CLECs in serving
bui | di ngs, we've been told that a nunber of
factors by limt the significance of that
potential conpetition, we've heard about the

bui I ding's distance fromthe CLECs' fibering, the

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page: 57

1

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

need for access to streets and poles and

bui | di ngs, the magnitude of the potential revenue
fromcustoners in a particular building, the
CLECs' potential problemin assenbling custoners
within a building to obtain scal e econom es or
when potential custoners have | ong-termcontracts
with I LECs that have purchase commtnent |evels or
term nation penalties, and the interest that the
custoners have in contracting to service nmultiple
| ocati ons, sone of which m ght not be near to the
facilities that the CLEC has.

So how shoul d the Conmm ssion eval uate
t he possible significance of these factors that
mght Iimt the ability of the CLECs to provide
potential conpetition for the | LECS?

MR. TAYLOR: Well, | think the basic
answer is to let the data tell you; that is, we
may be asking too nuch of it. There may not be
enough variation across buildings or across wire
centers to fully answer the question, but to be
sinplistic, if you find that a building in a given

| ocati on where there's only one, only the ILECto
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date, but there are three carriers who bid to
supply that building, and there are five other
carriers that have networks w thin one, two,

three, four, and five mles of that building, and
we had a rich enough data set that you coul d say,
well, for buildings |ike that here's what the
price canme out. For buildings where there were
only three such conpetitors, the priceis alittle
bit higher, holding everything el se constant.

And that's the kind of teasing out of
the data that you would ask, enpirically, what is
goi ng on rather than put of the arncthair
t heorizing that we sonetines do, they sonetines
do, and you sonetines do, as to | ooking at what
t hese characteristics are and qualitatively
saying, well, we think that's inportant and,
therefore, we're not going to consider networks
within 1,000 feet of a building to be "in the
mar ket . "

MR. BAKER: Now, why would you privilege
quantitative anal ysis based on data over

qualitative anal ysis based, you know, on other
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Information? | nmean, if I"'mtrying to understand,
|l et's say, you know, what the sellers m ght do,
you know, | could do the kind of study descri bed,
but I mght also want to rely on or what to | ook
at engi neering studies of costs or, you know, or
what they tell ne, or, you know, so why j ust
sinply let's look to data?

MR. TAYLOR Well, | think the reason is
go back to the phil osophy of price flexibility to
begin wth. Back in the |ast century, when we did
this, the story was we can't do a market - power
test wwth all of the market share price elasticity
with the data that we have for every narket that
we think is inportant because if we did that or
tried to do that, one, we wouldn't get a specific
answer; we would get, you know, it feels like
this, it feels like that. And, nunber two, by the
time we got it, conditions would have changed, and
we'd have to do it again.

And that is why, as | interpret history,
the Conm ssion cane up with the trigger, trigger

being of all whatever else it is, it is
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quantitative. | nean you can tell, and there's

al nost no di sagreenent, when an ILEC files for
pricing flexibility, you know, you count noses and
there's no anbiguity.

So there's a great advantage if you can
find a quantitative aspect like a trigger if you
can then show, as Dennis and | have been argui ng,
that that trigger is highly associated with price
hol di ng everything el se constant.

MR. BAKER: So | think what you're
saying is that we |ike quantitative approaches to
nmeasuring the state or significance of potenti al
conpetition because that hel ps us design rules.

But if the question is not how do we
design rules but just how do we neasure potenti al
conpetition, are you agreeing or disagreeing that

qualitative informati on can be val uabl e?

MR. TAYLOR:. | think qualitative
information tells you where to look. but if all it
tells you is that networks within -- that it's

expensi ve for networks to go the last mle, you

have an engi neering study that shows that, |I'm not

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page:

61

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

sure what -- how you transl ate that observati on,
probably true, into a statenent about whether a
custoner in that building has alternatives, has
conpetitive alternatives.

MR. BAKER: Well, perhaps the sane way
you would do it with that you fol ks were tal king
about earlier, wth rules of thunb. And so that
I n general we will assune that conpetitors, that
CLECs can't get into buildings. | don't know.

MR. TAYLOR: That's fine if you have for
the rules of thunb that we were -- that the
Comm ssi on has been using in the past, the
triggers, if there is sone relationship that you
can sew between the rule of thunb and prices that
you care about, or a nunber of conpetitors or
ot her things that you care about.

MR. BAKER: | guess | lost the logic
here because | think that you were saying we --
wel |, do you have another comment. You're about
to -- yeah, okay.

MR. CARLTON: |'Ill nake one comment. |

think the answer to your question obviously, you
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start out with sone qualitative understandi ng of
how a market works to even cone up with candi date

mar ket definitions obviously. But |I think what's

| nportant here is, you know, | can't tell you --
let's just take exanple fixed wireless. |Is that
an inportant constraint? | like to argue it is;
the other side has said it's not. It seens to ne

that there's a way to answer that and that is have
candi date markets, sonme of which include fixed
w reless and then don't and see if it matters.
And if it does matter | think that answers the
question, you know, subject to doing the study
correctly.

So there's no question that quantitative
I nformati on can be very val uable and confirm your
qual i tati ve understandi ng of how the market worKks.
The difficulty wwth qualitative information is
you're not sure what the enpirical significance of
qualitative information often is, so if soneone
says, oh, this is a carrier and it's really
expensive | can't, you know, |I'mnot going to do a

fancy engi neering study but I"'mjust telling you
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It's really expensive. You have to say, well,
does that nean the price is a tiny bit above the
conpetitive price, a |lot above the conpetitive
price? You won't be able to answer that question
W thout a quantitative study. So at |east at the
first level it seens to ne you want to investigate
quantitatively if you go down this route the
presence of other possible suppliers, like fixed
Wi reless or, you know, it was suggested earlier by
t hese questions, how far away do you have to be
before it really is a constraint that you shoul d
take into account or not.

MR. BAKER: But I'mstill unclear on
sonething. So we have what we're calling
quantitative and qualitative information. And
quantitative information we're tal ki ng about doing
sonething like a study, just for the purposes of
argunment, the study that you were kind of
proposi ng. Run regression of price agai nst sone
measures of market share. | nean, of the features
of the market that m ght be appropriate and see

what the relationship is. And for qualitative
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I nformation we're tal king about | ooking at -- sone
of them m ght be engi neering studies that neasure
the cost. Sone of it mght be ask the market
participants, either -- but that could be a
survey. |t wouldn't have to just be a qualitative
anecdot al kind of asking. So, you know, there are
various kinds of ways of collecting both sorts of

I nformati on.

And | think you woul d agree, but | guess
|"'mnot sure, that it's possible that qualitative
I nformation could be highly probative and
persuasive to you or not. And it's also possible
that quantitative could because you could have
hi gh standard errors or, you know, precise
estimates. So in that sort of a world, why
shoul dn't we be also | ooking to the extent
possible with both types of information and -- and
|'mgoing to add one nore thing -- let's suppose
that one type of information is nuch nore
burdensone to collect than the other. Shoul dn't
that be a consideration in how we undertake our

st udy?
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MR. CARLTON: | think there are two
parts. Right? The decision that we'll ultimtely
adopt shoul d depend upon the burdensonmeness of the
collection of the data. There's no question. But
as | said earlier there are really two parts |
think to your decision process. One is sort of
really what's going on. And then second, given
what's going on and in recognition of the fact
that it may be very expensive to always figure out

what's going on, are there any shortcuts | can

t ake?

MR. BAKER: (inaudible) first place.

MR. CARLTON: Yeah. So let ne go to the
first one. | think in the first one it's very
Inportant. | think an inportant question here is

whet her -- this is an exanple. \Wether fixed
wreless, does it matter or not? And, you know,
the ILECs say yes. The non-|1LECs are sayi ng no.
Dat a anal ysis can answer that question. Shoul d
1t? It seens to ne we are going down the path of
trying to figure out should we change what we're

doing in special access? That does seemlike a
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f undanmental question, and | think we can only
answer that question by doing a data anal ysis and
getting a quantitative sense of how i nportant

t hose other suppliers are in constraining price.
And |'mnot sure qualitative anal ysis woul d
suffice. Now, that doesn't nean that | would say
that qualitative analysis isn't useful. | nean,
basically both are useful.

MR. BAKER: But the burden is not -- is
the burden only relevant in deciding what rule to
apply? O is the burden on the parties and on the
Comm ssion relevant in a setting how to conduct
the analysis in the first place to set up the
rul e?

MR. CARLTON: Yeah, so | think -- |
think the very first question is do | want a do
the anal ysis. Now, because it's decision theory
you've got to do it, you know, sequentially and
| ook backwards. So that's what |'ve been doing.
So the first question is do | want to do anythi ng?
The second question is if I'mgoing to do

sonet hi ng, what should |I do? And the third
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guestion is once |'ve done it and found out, how
should | inplenent it in a way that's reasonabl e.
You' ve got them backwar ds.

Ckay. Now, obviously you have to have
sone priors in order to answer the question. You
m ght ask where do those priors cone fron? That's
a decision theory question. But if you're at the
| evel of which you're trying to find out what are
t he fundanental issues that maybe | can get
proxi es for, you know, have them decide to do this
study in the first place. It does seemto ne this
is really a central question. And it's such a
central question | don't see how you would really
want to go forward wth the data anal ysis unl ess
you gat her data on, for exanple, the inportance of
fixed wireless because that's going to, | assune,
make a trenmendous difference. And you know, if
you just | ook at what's happened over tine, ny
understanding is that fixed wireless is becom ng
I ncreasingly inportant so that, you know, that's
sonet hing you want to pay attention to.

MR BAKER: So let's switch to fixed
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w rel ess and cabl e providers, both of which we
have been told may be sufficiently close
substitutes for special access services supplied
by the I LECs to prevent them from exercising

mar ket power. O nmaybe not, but that would be,
you know, a question. And so can we do -- | guess
-- should we evaluate the possibility of the sane
way whet her we're thinking about (inaudible) to
the buildings and/or cell tower backhaul. Is it

t he sane anal ysi s?

Ei t her one.

MR. TAYLOR It seens to ne that it's
not necessarily the sane anal ysis since the
custoner characteristics nay be different. My be
different in those cases. | nean, we do have
fixed wireless in very urban areas from buil di ng
to building and ny understanding is that anong the
wWireless carriers thereis a lot of fixed wireless
out in the boonies fromtower to tower. So there
Is a different characteristic. But the nice thing
about this particular exanple -- and you can throw

cable into it, too -- is that there is alleged to
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be sufficient difference across geographi c areas,
across parts of MSA, across wreless centers, that
you may find wire centers with a lot of fixed
wireless and a wire centers with a little bit.

And you mght find urban wire centers with a | ot
and rural wre centers with a lot, or sonething

| i ke that. Which gives you the variation that you
need in order to reduce the standard errors for
the estimates that you're trying to nake.

MR. BAKER: Anything else? Then, why
don't we switch to Bridger and Lee. And we'll see
I f you have any comments on this area that we've
been tal ki ng about.

MR. SELWYN. |'ve been elected. A
couple things. First, Bill suggested that
triggers are good because they're easy to neasure.
And that, unfortunately, is not a sufficient
reason because triggers have nothing to do with --
particularly co-locations | should say -- have
nothing in particular to do with the
conpetitiveness of a market. In fact, as |

suggested earlier, it may be just the opposite.
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They are, if anything, indicia of dependence of
rivals on special access.

More to the point, he suggested that
they were easy to neasure. But in fact that turns
out not to be the case either because the only
time the FCC ever neasured co- |ocations was at
t he point where the application for pricing
flexibility was considered and it never | ooked
back to see what happened after that fact. |
actually have sone statistics on this and w |
provide this. But in several 270 -- in Section
271 cases that occurred follow ng the applications
for pricing flexibility, data was provided in
response to information requests to
I nterrogatories on co-locations. And |et ne just
gi ve you one exanpl e.

I n New Jersey, the vice president of
Verizon for New Jersey testified initially that
there were a thousand co- | ocations in New Jersey.
And | submtted testinony in that case on behalf
of the New Jersey Rate Payer Advocate, and in the

course of it propounded several interrogatories.
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Anmong the interrogatories we raised were how many
of those co-locations are in arrears? That is
where the CLEC has not paid its bill currently.
And Verizon responded at the tine that 232 of the
t housand co-l ocations that he had nentioned were
In arrears. W asked how many conpani es had gone
I nto bankruptcy. He indicated that nine conpanies
had since filed for Chapter 11. W asked hi m how
many di sconnect orders had been received and he
advi sed us there were 391 pendi ng di sconnects. W
al so asked hi m whet her any of the di sconnects were
in arrears so we didn't want to double count. He
said none of themwere in arrears. So, in fact,
of the thousand that he tal ked about, only about
62 percent roughly were essentially gone or about
to be gone.

We have simlar kinds of data from
M nnesota, fromthe District of Colunbia, and from
Maryl and, and they all suggest the sane pattern.
And the GAOin its analysis also suggests that
there was a good -- that there has been attrition

on co-locations. So | dispute the fact that co-
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| ocations are easy to neasure. They're easy to
measure perhaps if you neasure them once but
certainly if you're going to use it as an indicia
of conpetition you need to neasure it
continuously. And that clearly hasn't been done.
The second issue that was raised with
respect to fixed wireless as a substitute, | know
a |l ot has been nade about C earwi re's announcenent
that they were going to use fixed wreless instead
of special access because it was cheaper. Now,
what's interesting is if you exam ne the anal ysis
that Clearwire nust have gone through, they would
have been conparing their costs of constructing a
fi xed wirel ess backhaul system agai nst the cost of
speci al access fromthe relevant |LEGCs.
| nterestingly, we've heard no simlar
announcenents of conversion from Mreline
facilities to fix wireless on the part of either
AT&T, Mobility, or Verizon Wreless. And that
doesn't surprise ne at all because the kind of
anal ysis, the kind of cost conparison that they

woul d be | ooking at is not the cost of fixed
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W reless vis-a-vis the special access price, but
rather the cost of fixed wreless against their
speci al access cost. And apparently they have,

I nasnuch as they're not adopting fixed wreless --
and these are, of course, enornously |arger
conpanies than Clearwire -- they're not adopting
fixed wireless to ny knowl edge anywhere. They
obvi ously nust have reached the concl usion that
the cost of providing their own wreless

busi nesses with wire |[ine backhaul is cheaper than
going off into the wreless world.

You know, fixed wireless, cable, we've
been hearing -- these are alternate technol ogi es
we' ve been hearing about for a long tine. People
have tried to use fixed wireless to conpete, for
exanple, in the business nmarket. There was a
conpany called Wndstar a few years ago that had a
fixed wireless strategy and you know, | recall
actually talking to soneone fromthem from
W ndstar in Boston, because they wanted to sell us
service. And the reputation they had was that the

servi ce worked great except when it was raining or
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snowi ng. So, you know, there are problens.

Cable is not prepared to use its coax
I nfrastructure for an alternative. They're
basically in the sanme position as other CLECs with
respect to constructing fiber and they confront
very simlar kinds of costs.

So | think, you know, the real key
factor -- how am| doing on tine? -- the key
factor here that | think you need to focus on is
sonething | nentioned in nmy opening coment, which
I's supply elasticity. |It's easy enough to point
to individual situations where a conpetitor has
entered the market, but that's not the rel evant
| ssue wth respect to whether the conpetitor
presents the incunbent with a price constraining
| evel of conpetition. What's relevant there is
how rapidly the conpetitor can respond to a change
in price. |If the incunbent is of the opinion that
conpetitors at best can make only a small dent in
the incunbent's market, they are not going to
respond by lowering their price in response to a

smal | conpetitive initiative.
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| think in one of its subm ssions -- |
think it was Tinme Warner in this docket who put it
this way that they're adding a thousand buil di ngs
a year to their network but there were sonething
| i ke 300, 000 buildings out there altogether. So
I n about 300 years they will have conpl et ed
achi eving the sane | evel of coverage as the
| ncunbents. That to be ne suggests a very, very
| ow supply elasticity, and | don't see it as
presenting a conpetitive challenge to the
I ncunbents such that they would sacrifice profits
in the vast majority of their markets so as to
respond to this mniscule |evel of conpetition.
One | ast point on this. The prenerger
AT&T and MCI during the triennial review actually
subm tted evidence to the Conm ssion specifically
addressing the costs of constructing laterals into
bui | di ngs which were at that point not subject to
conpetitive presence. And estinmates were provided
t hat range from about $60, 000 to about a quarter
of a mllion dollars. | think those nunbers may

have cone down a little bit but they have not cone
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down by an order of magnitude. And ny
recollection is there was sone reference to it in
an actual broadband plan docunent that was | think
in the perhaps $50, 000 to $100, 000 range.
Proximty to an existing fiber ring
makes entry into a building feasible. It doesn't
necessarily make it cheap. You still have to get
into the building. You have to construct
facilities in the building. You have to deal wth
| andl ords. You have to create riser cables,
t el ephone cl osets for cross connect points. These
are expensive undertakings. |If there is
conpetitive fiber nearby it doesn't necessarily
nmean that conpetitive presence is guaranteed. And
to denonstrate this in several subm ssions that
the ad hoc conmttee has nmade we provided a nap.
We reproduced a map of the San Francisco financi al
district that SBC, if you'll renenber them had
subm tted that actually showed at the tine
conpetitive fiber down nost of the streets in the
San Francisco financial district but also

Identified the | ocations at which they were
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provi di ng speci al access service. They were
provi di ng speci al access service in buildings on
the streets. On the very streets that there was
fiber right in front of that building. And in
fact, way nore buildings on those streets were
bei ng served by special access than by CLEC
facilities.

So | would submt that this proximty
argunent is being overblown. Wthout proximty
you have no possibility of conpetition. Wth
proximty you are then confronted with a business
deci sion, an investnent decision, as to whether
you want to drop $50,000 to $100,000 or nore to go
into a building. And there are only so many you
can do at any given point in tine.

MR. BAKER: If | could just quickly
follow up here. Do | take it that you' re saying
just to take the logic to its concl usion, that
because of the problens with the co-location, you
know, bankruptcies and the |Iike, and because of
what you know about how the costs of expanding

supply for the CLECs and the difficulties they
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face, we ought to presune that based on this kind
of evidence that the triggers aren't working on

t he one hand, and, on the other hand, that the
CLECs aren't going to be good rivals to discipline
the highlights? |Is that the inplication?

MR SELWYN. | think | would agree with
that. W don't even know if the triggers are even
valid today based on the criteria that was
establ i shed by the Comm ssion for Phase 1 and
Phase 2 price ability. | don't nean -- the
triggers have never been good predictors of
conpetitive entry. And the inportant question is
sort of -- don't take a five-foot view, which is
what Dr. Taylor is suggesting, and | ook at
I ndi vidual billing. Take a 30, 000-foot view
Look at the market as a whole. Look at
conpetitors' ability to conpete in that market in
terns of their ability to respond to super
conpetitive prices on the part of the ILEC. And
what you have to conclude is that they do not
present a conpetitive chall enge.

MR. BAKER: Al right. Well, let ne
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turn it over to Don to see how many feet up he
wants to put it.

MR, STOCKDALE: | think I want to drop
It down a little bit, too. And ny first question
istoBill. If | took down your comments
correctly, you suggested that we should take a
quantitative approach and you suggested | ooki ng at
the nunber of bids at a building and the distance
fromfiber rings. | think those were two of the
guantitative assessnents you suggested the
Comm ssi on m ght do.

MR. TAYLOR: Two neasures of actual
conpetition that custoners in a building face,
ones that, in fact, we don't -- haven't nmade nuch
use of is you sinply count noses and look at |it
bui | di ngs.

MR, STOCKDALE: Gkay. So what you want
to do is | ook at nunber of bids at a building, in
t he AT&T- FCC and Veri zon- MCI nerger proceedi ngs,
my recollection was that where carriers issued
RFPs for connectivity, seeking whol esal e

connectivity, particularly to serve nulti-Ilocation
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custoners, that they tended to receive a

conbi nati on of an offer that would include both
what are called type one and Type 2 special access
services. Type one is where the whol esal er

provi des solely over its own facility; Type 2 is
where it conbines it with ILECS' channel terns in
nost cases. It seens to ne that if we're
considering potential conpetition that what we
woul d be interested in is the Type 1 services, not
Type 2.

So are you suggesting here then what we
shoul d be looking at is the nunber of bids to
provi de Type 1 special access services at
particul ar buil di ngs.

MR, TAYLOR: Well, certainly, Type 1
services are end-to-end conpetitive and the | LECs
Is not in the picture. So certainly those are
ki nd of the cleanest neasure of a conpetitive
al ternative i ndependent of what the ILEC is doing.
A Type 2 bid is not wthout information because
the Type 2 networks -- these bids are for serving

a building and part of the network. So, for
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exanple, the Type 2 part where an | LEC service

m ght cone in could well be not in New York, but

I n, you know, in San Francisco or sonething at the
ot her end of the network, because there's a range
of places where the ILECs, if we're tal king about
New York, a wire center in New York or a building
i n New York, a range of circunstances in which
even for Type 2 networks that Verizon if it's
serving New York has nothing to do with the price
that the Type 2 end of the circuit in San
Francisco is involved in. So it isn't pure; it's
better than nothing. And it's certainly better
than | think arguing about whether engineering
studies say that it's very expensive, not too
expensi ve, not expensive at all to actually join
bui | di ngs to networks.

MR SELWYN: Just very quickly, you
know, when conpetitive bids of Type 2 circuit,
that puts the price floor for that Type 2 circuit
Is what the | LEC charges that conpetitor. So the
notion, | nmean, if the prices are simlar it's

because the conpetitor has pretty nuch decided to
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sacrifice all profits in that just in order to get
the type one business. That teaches you

absol utely nothing to conpare Type 2 prices froma
CLEC against the ILEC s special access prices.

MR. CARLTON: Just as sort of maybe a
matter of logic or economc theory, that's not
quite right. 1In other words, | think what Bill
said is what | feel nore confortabl e agreeing
with. That is the Type 1 is the cl eanest
experinment. A Type 2 is less clean but you woul d
have to figure out what is notivating the
subsequent pricing for the special access in the
Type 2 leg. And that | think is what Lee was
getting at. He was saying obviously if you can,
you know, if you're dependent on soneone who is

your rival and that rival could raise that price,

then it's not going to be informative. | agree
with that.

But | also would -- what | interpreted
Bill to be saying is you need to know that in

order to rule out that it's of no value. And

there m ght be situations where, for exanple, the

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page:

83

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

speci al access that's underlying with Type 2 is
com ng about in a way in which there's no

know edge of the |ILEC know ng that you are the
rival in that particular area and he's setting it
nati onw de and he's not able to price
discrimnate. So | would say the Type 1 seens

cl eanest, but the Type 2 you'd have to investigate
the situation to figure out how nuch infornmation
you can get out of it.

MR, STOCKDALE: Your second point
exanple, Bill, was distance fromfiber rings. In
the record in this proceeding, sone parties have
suggested that economc feasibility of a building
to a particular building is a function of at
| east, as you suggested, distance fromthe
bui | ding and the potential demand at the buil ding.
Wul d you agree that one way of trying to assess
potential entry then would be to exam ne what are
the sort of rules of thunb that CLECs used in
deci ding whether to -- they're willing to consi der
building to a building and then try to apply it if

we had informati on about |ocation of fiber rings?
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MR. TAYLOR: Sure. | nean, | think that
information is useful. | think that will point
you or would point nme to an enpirical analysis
whi ch asks, you know, how nmany bids do we get --
does a custoner get in a building that has three
DS3s | evel of demand or is within X-feet of two
fiber networks? And with enough variation in the
data one could actually hope to ascertain what the
I ndi vi dual effects of those characteristics are.
It's useful to know that those are inportant
el ements for a conpetitor, but that by itself
doesn't tell you whether you've got enough, in
sone sense, conpetition at the end of the day.
You've got to tie that back to sone neasure of
prices -- of how prices change when those
characteristics change.

MR, SELWYN:. There's anot her
consi derati on besides the cost and the potenti al
revenue. The conpetitor has access to only a
finite anount of capital and a finite anmount of
resources. |It's going to be nmaking investnent

deci sions not sinply yea-nay. |It's going to be
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ranki ng the opportunities available to it and
determ ni ng how best to use its resources. So if
the conpetitor is physically capable in terns of a
human, technical, and capital resources of only
comng into a certain nunber of buildings in a
given point intinme, that's it. Now, there may be
ot her buildings that are theoretically potentially
profitable but can't be dealt with in the current
ti mefranme because those resources sinply don't
exist. And this goes to the issue of supply
elasticity. You just can't ignore the
conpetitor's ability or lack of ability to
r espond.

MR. BAKER | want to -- | want to have
-- I've got -- | want to go back to where Bill was
tal ki ng about a nonent before and ask ny sane
nmet hodol ogi cal question that got brought up before
in aslightly different way based on this. You're
in effect proposing, Bill, that we use the -- what
the CLEC rules of thunb are as a way of creating
hypot heses and test themw th the price data.

Now, why aren't you proposing the reverse? Use
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the price data to create hypotheses and test it
using the CLEC data. | nean, why is the
definitive data the price data?

MR. TAYLOR: Well, | think that's at the
end of the day what we're trying to neasure here.
W're not -- what we're trying to do is ascertain
whet her the pricing flexibility rules as they sit
In the FCC are doi ng what they're supposed to do.
And | would think that the kind of standard we'd
like to apply is to | ook and see that across the
di f ferent geographic and product nmarkets that are
affected by those rules, that the prices that cone
out of it are sonehow close to a "conpetitive"
price. That's why I'mfocusing on price. And |I'm
perfectly happy to take what we know, as well all
know as econonists, are the criteria that
conpetitors or that | like to use to deci de where
to invest our resources as a gui depost as to what
sort of things we should be |ooking at. But
ultimately | think if we don't take it back to
sonet hing quantitative like -- gee, this ends up

Wi th prices higher than a conpetitive price or
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| ower, that -- we'll just be arguing against one
anot her.

MR. BAKER: All right. Wll, this has
been a very interesting first half of our program
And so now we'll take a 15-m nute break and all
reassenbl e exactly when the 15 mnutes is up and
start again. Thank you.

(Recess)

MR. BAKER: (Ckay, everyone. We|cone
back to part two of our workshop. And with the
same cast only funnier this tinme, please.

(Laught er)

So | want to spend our next few m nutes
tal king about interpreting pricing evidence and
profits evidence. And let's start with Bridger
and Lee. Let nme ask you all first, we've been
told that prices for special access services are
hi gher in price flexibility areas than in price
cap areas. And let's suppose that's right. Well,
you mght interpret that in lots of ways. It
could be the firns are exercising market power,

but perhaps there are ot her possible expl anati ons.
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anong all these possibilities or any others that
10 m ght cone up? You know, how should we determ ne
11 what to infer from higher prices for special

12 access services and price flexibility areas and
13 price cap areas?

14 MR. SELWYN:. Let nme take a run at that.
15 The prices -- | think, first of all, we have to
16 focus on what constitutes a price because that in
17 itself seens to be sonewhat controversial. The
18 | LECs tal k about ARPU -- average revenue per unit
19 -- Is sonehow indicia of price. And what they're
20 trying to do is sort of focus on a unit of

21 service, such as a DS1 and make conpari sons across

22 time, across different pricing regines, price gaps
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versus price wax, across contract and non-contract
services, and al so across services of different
capacities. And that's kind of |ike saying that,
you know, a seat in an autonobile is the sane
thing as a seat on a bus, or a potential seat in
an 18- wheeler and a trailer on an 18-wheel er that
doesn't even have any seats in it that you m ght
theoretically put sone seats in. These are
basically neaningless. If we're going to nake
price conpari sons, we have to conpare apples to
apples. W have to devel op a basket of services
and hol di ng things constant nmake price conparisons
whi ch basically neans that we can't conpare a DSl
price on a nonth-to-nonth basis with a DS1 as part
of a 5-year, $500 mllion contract.

That said, here's what we know. W have
a consistent practice that when narkets are taken
out of price caps and noved into pricing
flexibility the prices have gone up. And the nost
recent exanple of that occurred approximately
2-1/2 weeks ago. And what's sort of interesting

about that in the case of AT&T, they had actually
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filed the pricing flexibility price back in |
bel i eve March of 2007. So they were able to --
we' ve heard over the years about the inportance of
pricing flexibility is giving carriers the ability
to respond to conpetitive market pressures. And
here's a so-called conpetitive price or what
they're purporting to be a conpetitive price, that
they actually established under the conditions
extant in March of 2007 and inplenented it on July
1, 2010. | guess nothing changed in the
conpetitive nmarketplace over that three years.
So, so much for the dynam cs.

The point is that you have to -- the
appropriate benchmark is not | ooking at a price
t hat you have no basis to assune is conpetitive to
begin wwth. | think we need to | ook at ot her
I ndicia and the indicia that we have been
suggesting are basically to | ook at the kind of
i ndicia that are comon in antitrust analysis
which relate to price-cost relationships and
profit earnings |levels on services subject to

potential nonopolistic conditions.
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MR. BAKER: Well, | want to get to the
price-cost and profits, but before we get to that
| want to ask will you give the sane answer to a
second question about price conparisons? W've
been told that prices for special access services
have been falling over tine and, you know, one
m ght say, well, that's consistent with increased
conpetition, but of course there are other
possi bl e expl anations for that as well. Costs are
falling nore rapidly than prices perhaps, or
demand is growi ng and firns have increasing
returns to scale. O nmaybe it's just the data is
m sl eadi ng agai n.

So do you want to -- are you giving the
sane answer to that question? Let's not | ook at
that; let's ook at the profits and margi ns?

MR, SELWYN. The answer | would give
first of all is ARPU has been falling, but not
price. And the reason for that is that over tine
nore speci al access services have been -- a higher
proportion of special access services have been

nmoved into contract. A higher proportion of
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speci al access services have been in higher
capacity services, OCN services. It doesn't take
very many OCNs to conme up with an awful ot of DS1
equi valents. So if ARPU is basically DS1 and you
are looking at it across all capacities, across
all contract terns, it's hardly surprising you
reach that conclusion. Qur understanding is,
particularly at the lowest D markets, that is the
DS1, DS3 level, that there is -- when you hold al
of the attributes of the service constant, that
prices are not dropping.

It would be, you know, it would be |like
trying to conpare an airline fare fromfive years
ago with an airline fare today ignoring the fact
that if you had an airline ticket today you have
to pay for luggage and you have to pay for food
and you have to pay for this, that, and the other,
whi ch you didn't five years ago. You can't nmake
t hose ki nds of conparisons unless you do it nore
conprehensively. So the core prem se of the
question is based on ARPU, not on price.

MR. BAKER: So what exactly is not being
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-- can you elaborate a little nore on what we're
m ssi ng? You know, what's the equivalent of the
| uggage fees that aren't being accounted for in
the analysis if you're conparing prices in the
past to prices today?

MR, SELWYN. Well, if | enter into or a
customer enters into a contract to spend a certain
anmount of noney -- $500 million, $100 mlli on,
what ever -- over an extended period of tine, that
custoner is accepting a fair anount of risk that
t he custoner does not accept in the context of say
a nmonth-to-nonth type of service. The custoner
makes an eval uati on of whether or not the
potential savings that is available to himis
worth that additional risk.

Now, part of the problemis that several
of our people we've tal ked to have pointed out,
and it seens to be consistent, is that because
prices, particularly for noncontract services have
conti nued -- have been escalating, that the
obj ective here may well be not so nuch to reflect

much of anything with respect to price but rather
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to push nore custoners into termcontracts by
maki ng them -- maki ng the course of not accepting
those terns and conditions prohibitive. And a
nonopol i st can get away with that because a
nonopol i st can establish a relationship anong

t hese various alternatives.

MR. BAKER: All right. Let's switch
over to rates of return and questions related to
that. So, | would like to frane the question this
way. Cost accounting is used in business settings
outside of the regulatory context to determ ne
profits for individual services and nulti-product
firmse. And I'd like to just ask you whet her the
rates of return on special access services in the
ARM S data are nore reliable or less reliable as
nmeasures of underlying economc rates of return
than with the neasures that are commonly used in
t hese nonregul atory settings?

MR. SELWYN. | think the issue at best
goes -- the question at best goes to precision,
not so much to the fundanental character of the

use of cost accounting for this purpose. You have
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pl ans of various capacities that in the case of a
mul ti-product firmis being utilized for a variety
of services. So it's being used for just
ordinary, local, intrastate POIS-type services.
It's being used for switchbacks. |It's being used
for special access. Perhaps for other things.
And it is not unreasonable to nake allocations
based on relative use, and in fact, the
Conmmi ssion's cost allocation manual s that have
exi sted now for sone period of tine have existed
now for sone period of tine have used this as a
st andar d.

| think it's kind of interesting, and I
feel conpelled to bone this out because we have
been hearing this canard about cost accounting,
mul ti product firms, worthless data, but |ess than
a nonth ago AT&T, signed by Gary Phillips and
David Lawson, submitted a petition calling for the
Comm ssion to suspend and i ssue an accounti ng
order with respect to a NI KA Tower filing based
upon what it characterized as excessive earnings

of NI KA and the excess that it was tal king about
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were nunbers in the 12 and 13 and 14 percent
range. And this is based on category cost
accounting in the intrastate switched access
category. So it's exactly anal ogous to the kind
of ARM S data that we've been |ooking at. You
know, I"'mwlling to concede that cost accounting
data may be | ess than precise, although not
necessarily all that inaccurate. But what really
struck nme when | read this is that fromAT&T' s
perspective, they're looking at it and accepting
this extrenme precision. For exanple, the total
figure that AT&T gave for N KA s excess earnings,
they provided it to nine significant figures down
to the dollar. Now, they didn't put the pennies
In so maybe that's the | evel of inprecision that
t hey ascribe to cost accounting, but they've got
It down to the dollar. And for AT&T to argue on
the one hand that this is -- the costs are

(i naudi bl e), the categorization is useless, and
conme in to this Conm ssion with a petition

characterizing this very sane kind of data as

produci ng excess earnings to a far | ower magnitude
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than what we're tal king about | think really kind
of underscores that what you're hearing is
entirely self-serving.

MR. BAKER. Well, regardless of what
rhetorical point you want to nmake, the question is
-- the question | want to know is why this is
particularly reliable -- how this conpares in
reliability with cost accounting in a
nonregul atory context. Is this -- are these data
actually, you know, nore useful or |ess useful
t han what you see in firns' own kind of cost work
that's outside of the FCC regqul atory setting?

MR, SELWYN: (i naudi bl e) engage in cost
accounting, nost large firns in this country are
mul ti product firnms. They want to nmake judgnents.
They may nake pricing judgnents that deviate from
the cost accounting results that they get but the
cost accounting results are drivers. And in this
particul ar instance we are | ooking at results that
are so astronomecal. And I'mstarting to be
rhetorical again, but we're | ooking at

triple-digit rates of return. You know, even if
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you cut themin half they'd still be huge. And I
don't think they should be cut in half. The kinds
of criticisns that have been on level wth this
data are essentially at the noise level. They go
to precision issues at best. They certainly do
not go to the underlying useful ness.

And | woul d nmake one ot her observation
relating to this. The very fact that this plan is
used jointly for multiple services is itself a
source of the incunbent's market power because
they have the ability to shift the recovery of the
course of that plan around and anpong these vari ous
services. They can sacrifice, for exanple,
profits in what they m ght perceive to be nore
conpetitive markets such as consuner-oriented
swi tched access services and nmake it up through
shifting course allocations to -- or at | east
revenues to special access.

So, you know, what these figures do is
provi de a benchmark indicia of the potential |evel
of profit. W can debate separations freezes. W

can debate specific allocations. But the reality
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Is that these nunbers are just so far away from
the authorized rate of return that they can't be

I gnor ed.

3

BAKER: Wiy don't | --

3

STOCKDALE: Can | ask a quick
guestion?

MR. BAKER: No, go ahead.

MR, STOCKDALE: Two qui ck questi ons.
The first is Dr. Selwn, are you aware whet her as
part of incunbent LECs' ongoi ng accounti ng debate,
internally do cost allocations at a | evel such
that they would be able to derive rates of return
for special access versus switched access, versus
ot her types of services?

MR SELWYN. |'mnot specifically aware
of what they're doing. | do recall sone
representati ons being nade at the tine the
Comm ssi on was considering elimnating the ARM S
reporting requirenents that this data woul d be
mai ntai ned in sone form and coul d al ways be
reinstated. But | don't know specific details.

Let ne just add one thing for
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clarification. The (inaudible) Commttee has | ong
supported the use of ARM S-type rate of return
anal ysis with respect to special access. W
understand that there are a | ot of concerns about
this have been raised. Sone of these we consider
to be unfounded, but neverthel ess we understand

t here have been concerns raised. And Bridger has
proposed an alternate approach to exam ni ng
price-cost relationships that does not rely on
cost accounting data in this sense. And we
support that. W think that ARM S-type results
could be used. W think the |ong and increnental
cost analysis of the type that Bridger suggested
could be used. Al these get you to ultimately
the sanme place and they show prices to be far in
excess of cost.

MR. BAKER: Ckay. So Bill and Dennis,
all of the results get to the sane place show ng
price far in excess to cost and your trivial
criticisns don't -- you know, m ght change the
magni tude but not the bottomline. Wat do you

think of that? That's the part where |'mtrying
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toinject hunor. It didn't work. (Laughter)
MR. TAYLOR:. Not very well. No.
MR, CARLTON: | thought it was funny.

Provi ng econom sts have little sense of hunor.

Let nme try and respond. Really, the
prior questioning had two parts: One was
price-cost and one was rates of return.

You know, there's no question | agree
with what Lee said, that you have to do an apples
to appl es conparison. Oherwise, if you' re trying
to ask if the price is sonething foreign. That I
agree with. But | don't want to suggest that
shifts over tine don't matter. |In other words, if
you're interested in the prices that people are
paying for an item if you' re noving fromthe high
priced bundle to the |ow priced bundle it is
relevant. And, you know, you want to focus on
both it seens to ne. You don't want to ignore
ei t her.

But having said that | think fromthe
statenents that are filed, and I'mnot going to go

Into any of the disputes, but on the prices as to
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who is right and who is right, prices falling,
ARPUs falling, the prices in this area are higher
than prices in that area. Just a few points |
think are useful to nake and that is that it's
transaction cost prices, not list prices that
people pay. And that's what you, if you are
focused on, asking the question what's happeni ng
to prices, | think you should be paying nuch nore
attention to transaction prices and not ignoring
t hem

Second, the list prices in a | ot of
these areas, the list prices and, you know, | know
I n sone areas they've not changed, but that's
because the list prices, the prices at which the
| LECs are conpelled to service people and the
rivals are not. So there's a self selection
quality to the list prices. In a sense the price
Is to serve the highest custoners. That in a
sense i s what generates sone of the disputes
bet ween what the |ILECs say and what the non-ILECs
say about pricing. And there was sone reference

to AT&T's prices going up. Just be careful there.
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My understanding is that it's part of the SBC AT&T
transaction there was a requirenent that RSBC
agree to lower their price. So the fact that they
subsequently raised their price |'"'mnot sure is
telling you nmnuch about conpetition, it's telling
you about the conditions the FCC m ght have

I nposed.

And then the final point, because | was
actually -- | may have once knew this, | didn't
realize this, for exanple, a city |ike New York
t hat peopl e thought was pretty conpetitive,
certainly in the downtown area, is not classified
as a Phase 2 area so that when you're doing
conpari sons between, you know, Area 1ls and Area
2s, it's not clear you've conpletely characteri zed
everything, all that correctly.

So those are just sone of the points of
di spute I think and what are the rel evant prices
to be |l ooking at and which direction they're
going. | do think both Verizon -- | think this is
in my statenent. Both Verizon and AT&T have

subm tted data show ng that ARPUs are falling,
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ARPUs by DS1, by DS3 are falling. So the general

I npression | have is that they are goi ng down.

That doesn't nean you shouldn't do as fine an

anal ysis as possible, but it does nean when you're
doi ng an anal ysis you should focus on the right
things which | think are transaction prices.

In terns of your question about rates of
return and aren't they through the roof or
price-costs, aren't they through the roof, | nade
this point earlier in nmy opening statenent, if you
t hi nk the gap between price and what you're
measuring is marginal cost, if that's a positive
nunber and you're going to use that as a neasure
of market power as a trigger, just be real careful
because ny suspicion is if you did that across
nost U.S. industry you're going to find a gap.

And | don't think we want to say we want to
regulate all U S industry. O | wouldn't want to
say that.

And second, as | pointed out, if you're
using that as your indicia of market power,

suppose you applied that to sone of these rivals,
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sone of whom you know, take even a small rival.

| bet in certain cases if you did the sane

cal cul ation you would find price above their
mar gi nal cost. Do you think they have nmarket
power? So | think there's sone -- that just tells
you you're using price versus nmarginal cost as the
I ndi cia of market power as the trigger to

I ntervene here. You're not really pointing us in
the right direction.

As far as rates of return, rates of
return by special access. | nean, as | said in ny
openi ng remarks, | nean, there are two common
m st akes that, you know, | teach ny MBA students
and | teach in mcroecononmcs not to nmake -- focus
on transaction prices not list prices, and if you
t hi nk you can all ocate comon costs, you're wong
and you're nmaking a m stake, period. And that
doesn't nean a firmcan't cal cul ate overall what
its rate of return is, but if you ask soneone
what's the rate of return -- and | don't want to
i ndicate that that's easy to do but at | east

theoretically I could define it for a firm
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Whet her | could do it for a product in which there
are common costs, | can't do that w thout
specifying the price of all the other rel ated
products. And |I'mnot sure it nmakes a | ot of
sense to be doing that. | just don't see how
that's a sensi bl e cal cul ation.

MR. BAKER: | have two questions to
follow up with what you just asked. On the idea
that, well, the CLECs m ght have high rates of
return as well as ILECs, you know -- | nean, high
price-cost nargins, suppose we had in our heads
| i ke just the sinple (inaudible) dom nant firm and
a conpetitive fringe, and the conpetitive fringe
may be rising marginal cost. So the dom nant firm
presumably m ght have a high (inaudible) -- I'm
just doing it in my head. You mght get it right.
The dom nant firm m ght have a high nmargi n and
sone of the fringe firnms m ght also and sone woul d
have |low margins. But in that nodel it's only the
fringe firns are price takers. Right? So in
other words if we found that -- so by inplication,

If we found that both CLECs and ILECs all had high
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rates of return, it isn't inconsistent with the
idea that it's the | LECs that has market power and
the CLECs are just price taking rivals. Correct?

MR. CARLTON. | agree with that.

MR. BAKER  Ckay.

MR, CARLTON:. But it also -- if for
every rival who is conplaining you did the
cal culation for themand they had -- by the
indicia they're using to classify the ILECs as
havi ng too nuch mar ket power, they have the sane
anount, that should raise eyebrows that naybe
there's a funny criteria.

MR. BAKER: Ckay. Now let ne switch
over to the cost accounting which, you know, about
t he common costs and what you tell your MBAs. So
when they go to their accounting class and they
| earn about cost accounting and they see that, you
know, their accounting professor | think m ght be
telling themthat firnms seemto get sone sort of
val ue out of working out profits and nargins, or
rather at |east margins after allocating conmon

costs, is that wong? Are the accountants j ust
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wrong or aml| wong of how | asked the question?
MR. CARLTON: No. | think the accounts
woul d say this. The accountants are in the
busi ness of providing informati on and they want to
make sure people understand the information that's
provided and they don't msuse it. So, for
exanple, | would be very surprised if | asked --
and | have asked sone of our accounting
prof essors, not all of them what they do about
comon costs. And they do not -- they would not
nmake a fallacy of telling soneone to price at
average cost for exanple or to ignore the
di stinction between average cost and margi nal cost
when they're deciding how to price a product, or
to get confused about the profitability of
entering a business if price is above margi nal
cost, even though price is | ower than sone
al l ocated average cost. | don't think, you know,
| think the best accountants now understand
econom cs very well and they understand that their
role is to provide information in sone way such

t hat peopl e who understand econom cs of business
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strategy can use the informati on as best they can.

MR. BAKER: |'mjust |aughing because 15
years ago when | taught at business school | used
to get in argunents with the accounting
(i naudi bl e) this econom st-accountant thing. Let
me turn it over to Don.

MR, STOCKDALE: | have a few foll ow up
questions primarily for Drs. Carlton and Tayl or.

As it first relates to John's first
question about the differences in prices between
Phase 2 and Phase 1 areas, Dr. Taylor, in the
earlier panel at one point you said that it was
your understanding that Verizon in its volune and
termtariffs, term(inaudible) -- volune and term
di scounts and contract tariffs basically offered
these on a study area-w de or even broader basis.
|f that were the case, why can we not | ook at the
rack rates in Phase 1 and Phase 2 areas as to
conpare relative prices given that they're going
to be discounted simlar anmounts in both areas?
And if so, won't we then conclude that prices in

Phase 2 areas are higher than Phase 1?
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MR. TAYLOR: No, | don't think so.

MR STOCKDALE: kay.

MR. TAYLOR:  Because the difference as |
understand it is that contract tariffs are offered
and negoti ated between the I LECs Verizon in your
case and custoners. And not -- contract tariffs
are available to any other simlarly situated
person but not every custoner is offered every
contract discount, | believe. And maybe that's
wrong, but the alternative -- the other side of
that is not every custonmer is interested in every
contract. That is volunme and term Sonetines you
don't have enough volune. |f we're |ooking at
downt own Manhattan where people or a buil ding does
have huge volune, then it wll see |arge discounts
and | ow prices in such a wire center and such a
building. In Peoria, it may not be that. So
that's how you get a different --

MR, STOCKDALE: | thought you were going
to say that the contract tariff was limted only
to a particular MSA so that that would be the

difference. |If the contract tariff were offered
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nationw de, then if | were IBMand qualified for
it, I'd get the sane discount nationwide and |'d
still face a different price in Phase 2 and Phase
1 areas because it's all taken as a percentage
di scount off the list price.

MR TAYLOR: Well, you buy a contract --
you buy a network -- if you're IBMyou buy a
network from Verizon or fromAT&T. And that
i ncludes tariffs in lots and |lots of different
wire centers, all of whomare -- and the entire
network is sonething that you qualify for a
di scount on. Now, that doesn't nean that if you
| ook at an individual wire center that there nmay
not be variations in prices across wire centers
because a wire center will have sone custoners who

qualify for big discounts; sone qualify for little

di scounts. It depends upon the characteristic of
the wire center. If that answers your questi on.
MR, STOCKDALE: Well, it's enough for

now. We have to nove on.
Second question. John, I'll speed up

the follow ng issue again. | didn't quite

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page: 112

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

conprehend your response. Let's accept that

what ever the neasure of price we use, prices have
been falling over tine. And | know that Dr.

Sul livan doesn't agree with that but let's assune
that for this purpose. It would also be the case,
however, that that won't necessarily tell us that
mar kets are conpetitive. Right? |If it were the
case that we were in an industry with increasing
returns to scale and demand was grow ng steadily,
we woul d expect prices to fall. And if were the
case that there were technol ogi cal change, we'd

al so suspect that prices would fall. So how do we
determ ne whether the price decrease is actually

I ndicating that prices are conpetitive or it's
sinply the result of increasing returns to scale?
MR. TAYLOR: Well, we don't. | don't
think we ever cared that the direction of price
changes, up or down, tells you anything about
conpetition. One, for the reason you just naned,
that cost may be falling and prices either falling

faster or slower than cost and you don't know that

sSo you don't know that that's conpetition.
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The other one, of course, is whether the
starting price is. | nean, we have been under --
the I LEC has been under sone form of regulation
for special access since the dawn of tine. And
all of the nechanisns that have been used don't
guarantee that in 2001, the prices wll precisely
conpetitive market prices so that prices falling
fromthat m ght be indicative of increased
conpetition. Prices rising mght not be. So for
both reasons, the direction of prices by itself
doesn't tell you anything.

MR, STOCKDALE: Ckay. So if we wanted
to -- | nmean, so you don't think the trend in
prices is at all useful in considering whether or
determ ni ng whether prices are conpetitive?

MR. TAYLOR: It isn't dispositive for
the two reasons that we've di scussed.

MR, STOCKDALE: Dr. Selwn, you had a
conment ?

MR SELWYN: Quickly. In 2001, or prior
to 2001, prices were under price caps and the

rates of return in the special access category
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were not that far different than the authorized
rate of return which in effect has been nore
recogni zed as a surrogate for conpetitive price.
So | think that | guess | would disagree with Bil
because we actually have a basis to concl ude, or
at |l east we had sonething that cane to a
conpetitive price at the outset of pricing
flexibility.

Bear in mnd also | think there's been
sonme m scharacterization of our position with
respect to these price conparisons because the
suggestion -- Dennis nmade the suggesti on about
price -- conparing price to marginal cost. Cost
accounting results as reported in ARM S are not
mar gi nal costs. They are, in fact, a fully
di stributed cost that includes the capital
anortization, depreciation, return on capital,
normal return on capital so that it, again, is not
a price to margi nal cost conparison. And even
(i naudi bl e) based prices that Bridger is
suggesting be used as a surrogate for cost,

simlarly is not marginal cost. It's long run
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I ncrenental cost which is very different and
simlarly includes capital and cost of capital.

MR. CARLTON: The fact that it includes
soneone's allocation of capital charge nmakes it --
does not renedy the situation. There's an
al |l ocation going on and you can't allocate conmon
costs. That's well known in economcs and it's
really just not even a matter that econom sts even
debate anynore. My only reference prior to price
and margi nal cost was that the definition of
mar ket power is often that price is above margi nal
cost. So if you use marginal cost, that as your
definition of market power, that's also not going
to get you very far here.

But | wanted to ask a question or maybe
clarify a question Don had asked Bill or maybe |
just didn't understand the answer. Well, all
right. So you had asked the question about
national ternms in a contract, and this canme up
again. You'd asked it before the break and it
just cane up again, and | just want to nake sure.

| interpreted -- and Bill, you tell nme if |I'm
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1 wong -- | interpreted, Bill, the answer to be,

2 yes, there may be national terns in certain

3 pricing, but that doesn't nean there can't be the
4 studi es that he was describing. |In order to do

the studi es he's describing, you need geographic
variation in the pricing on the |eft-hand side,
t he dependent variable, and that's what's going to

gi ve you the econonetric identification. The fact
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that there are sone terns that are common if

10 you're using a common network or sonething, that
11 you have a control for. |I'mnot saying it's easy,
12 but | assune you didn't -- nmeaning Bill -- didn't
13 nmean to inply that the answer to Don's question
14 was, yes, there are common terns and, therefore,
15 | m not going to do ny benchmark study.

16 Al right. Well, | just wanted to

17 clarify that.

18 MR, STOCKDALE: | guess Lee and then
19 Bill.
20 MR SELWYN. | feel conpelled to respond

21 to this assertion that econom sts agree that you

22 can't allocate common costs. And that's certainly
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true in a static sense. But | can tell you that
we have studi ed changes in comon costs, changes
I n joint costs, changes in capacity-based costs,
over tine conparing costs to vol une of output.
And there is a very strong relationship and it
proves the fact that if you nodel this over tine,
even sone of the costs that are considered to be
the nost common of all which is, you know, at the
executive | evel managenent of a conpany,
denonstrate a variation wth output.

And there are -- | think it is well
under st ood that when you're dealing with joint
costs -- and there's a distinction between joint
costs and common costs by the way that's
understood in regulatory accounting -- then wth
joint costs such as the cost to plan that is used
to carry the swtch through a citizen's speci al
services. These costs are capacity driven. They
are -- they do vary with aggregate capacity. This
capacity can be identified and rel ationshi ps can
be done. And this has been going on for a |ong

tine.
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So, yes, if you shut out the past and
shut out the future and take a single, static
point in time, which is perhaps, you know, what
you had in m nd when you talked to your MBA
students, then you have a difficulty. But these
| ssues have conme up. They've been addressed.
They' ve been addressed for a long tine. W've
addressed them O hers have addressed them And
many conpani es understand this as well.

MR, CARLTON: | disagree.

MR. TAYLOR: One quick second beating
t he dead horse of ARMS. You asked -- Jonat han
asked what | thought was a very good question
about whether these fully distributed costs in
ARM S are nore or less reliable than all ocated
costs that we see in the rest of the world. |
woul d like to point out that at |east the
al | ocated costs to special access are probably
| ess reliable than nost. M evidence is internal.
It is -- if you | ook at conpany-wi de ARM S returns
from say, 2000 to 2007 for all conpanies, those

are fairly reasonable. They follow the returns
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t hensel ves, though | don't believe them are
fairly reasonable internal rates of return that
you' d expect for a conpany. They are not the
three-digit rates of return that Lee finds for one
particul ar product of this nmulti-product firm So
the fact that the aggregate seens reasonabl e, but

| ooki ng at one product seens unreasonable, | think
IS sonme evidence that there is sonething
specifically wong wwith ARM S anong the famly of
al | ocated costs.

MR, SELWN. O it could nean that
pri ces have been avoi di ng specific conparable
| evel s in that one category.

MR. BAKER. Go ahead. Bridger wants to
take the |ast right here.

MR MTCHELL: | just wanted to ride a
different horse here to |look at profitability and
mar ket power in terns of |ong-run increnental
costs which, of course, is the standard that the
Comm ssi on established for network el enents and
whi ch many states have actually gone to the effort

of quantifying. Those costs include returns to
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capital. They include the fixed costs of buil ding
a new network. They're for an efficient
conpetitor who's entering the market. And they
basically neasure what it takes to get in and
provi de service in conpetition with the ILECs. So
they stand as a benchmark that | think is

I ndependent of ARM S, | argely independent of the
cost allocation problens that plague a historical
firmdealing with historical cost accounting. And
t he suggestion in this analytical framework is not
that prices should be exactly equal to |ong-run
mar gi nal costs over market power, but rather that
this benchmark provides an inportant framework, a
reference point, for |ooking at market prices.

MR. CARLTON: | was -- there was -- |
believe in the 2000s -- okay -- | think in 2003 or
sonet hing there was a hearing about TELRIC -- |
subm tted sonething on TELRIC. So | guess in part
| agree that TELRIC is nuch better than this
al l ocated common cost stuff. And in order to do
TELRI C, you specify in a sense the bundl e of

services you're going to have. That gets around

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page: 121

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

the common cost allocation problemin a sense, and
then you do a calculation. The problemwth
TELRIC, as | said in ny testinony, is that first
there are conceptual problens wwth TELRIC. They
don't account for uncertainty in the future of
demand and, therefore, they don't account for
option value of investnent. And then the second
Is if you go across the states -- and what you
said is exactly right; the states inplenent this
-- | went across the states. It is astounding the
different depreciation rates the states use. They
differ -- | don't renenber -- | think it was a
factor of ten. And, in fact, they got politically
I nvol ved in which state | egislatures would say, "I
want you to use a delta of this nunber," you know,
in a state legislature. So | don't think TELRI C
pricing has proved to be a very reliable
Indicator. Not only is it -- conceptually does it
have sone economc difficulties, but in
feasibility I don't think it works out very well.
MR. BAKER: You know that -- do you have

any idea what the difference is between the rates
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the hurdle rates the conpani es use that presumably

account for the option value of the investnent

A 0N

deci si on?

MR. CARLTON: | don't off the top of ny
head, but like | say, the only -- what | renenber
Is the depreciation rates used differed by a

factor of 10 and that made an enornous difference
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in the rates of return. But | don't recall off
10 the top of ny head how different they are across
11 st ates.

12 MR. TAYLOR: One other elenment with

13 TELRIC is that even if it were cal cul ated

14 perfectly correctly and its increnental costs --
15 and econom sts can understand it and deci de

16 whether it's good or not -- you're left with the
17 | ssue of what is or should be the relationship
18 between price and this increnental cost. And that
19 Is really what a conpetitive market tells you for
20 mul ti-product firms. Now | believe TELRI C says,
21 "Oh well, let's add 15 percent for comon costs”

22 or sonething like that, but 15 percent is what
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you'd tip a waiter. [It's not necessarily what the
appropriate range between price and increnental
costs ought to be for a one-product firm

MR. BAKER: And there's no way to figure
that out short of allow ng the market to deci de on
all prices and then we just see?

MR, TAYLOR Well, | -- in ny view,
that's quite correct, yes, that market price is
sonet hi ng which the process of conpetition is
going to tell you what the markup is going to be.

MR. BAKER:. So it's never possible to
regul ate anything using TELRIC? How far does this
ar gunent go?

MR. TAYLOR. Well, | nean, it's possible
to assign increnental costs of an el enent, which
s not what we're tal king about here, but as an
el ement, and require for the purpose of inducing
conpetition from people who woul d be ot herw se
inpaired if you didn't price it at that |evel, as
one very inportant view which is what was
happeni ng when TELRI C was invented. That's very

different fromsaying, well, what is going to --
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what woul d be the conpetitive market price of an
unbundl ed el enent or in this case of an el enent of
the one-third of a multi-product firm

MR. BAKER: One nore short one.

MR. SELWYN. We don't have a conpetitive
mar ket, and we can't base this analysis on the
presunption that we do because then we end up with
circular reasoning. The point is we have to cone
up with a set of benchmarks that presuppose we
don't have a conpetitive market. If it turns out
t hat the benchmarks denonstrate that we do have a
conpetitive market, so be it. But if you start
with the assunption that the market is
conpetitive, then you can't possibly reach a
correct concl usion.

MR. CARLTON: Ckay. W're really
getting off. 1've got to say sonething; otherw se
| think no one will be able to understand what a
benchmark study neans. | interpreted what Bill
said at the outset -- he can correct ne if | am
wong. | nean sinplifying -- take a place where

we think there's conpetition and then try and use
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t hat observation to project after adjustnents what
the price would be sonewhere el se where we don't
all agree is conpetition. That's what he's trying
to do. And in view ng those adjustnents, he's
trying to do exactly what | think Lee was
suggesting. He's recognizing I'mnot in a
conpetitive price. Can | use the benchmark to
determne it? |f there are no benchmarks, you
know, let's go hone. But that was the suggestion
and in doing the adjustnents -- and this, | think,
Is quite inportant. It's not just adjusting for
cost effects; it's also adjusting for demand
portfolio effects because that has to do with how
you woul d cover common costs.

MR. BAKER: All right. So we've got al
sorts of difficult enpirical studies. W can
apply sone about accounting and sone about pricing
that we tal ked about today. And we're well over
into the final part of the conversation, but we
were just having too nuch fun to cut it off. So |
think I'Il ask, see if Don has sone questions to

start us off and then we'll also -- and maybe you
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want to al so ask when, you know, after sone of the
gquestions we've gotten fromthe --

MR STOCKDALE: Well, Don, why don't you
start with sone of your questions about market
structure?

MR. BAKER. OCh, that's right, we should
do -- we haven't done the whol e other area.

You're absolutely right. W're behind on that,
too. Al right. | have a whole area on narket
structure | wanted to talk about and I'd
forgotten; | had gotten so excited.

The -- so, this is for Dennis and Bill
to start out wth about market structure. Suppose
what we want to do is define markets and anal yze
mar ket structure, notw thstandi ng, you know, al
t he cautions we've heard about that in order to
eval uat e possi bl e narket power. And suppose we
want to base market definition solely on demand so
that there's consideration. So if we're doing
that -- and | want to tal k about product narket
first. Should we be including in the sane product

mar ket whol esal e services provided through al

Ander son Court Reporting -- 703-519-7180 -- www. ander sonreporting. net



Speci al Access Workshop (July 19, 2010) Page: 127

A 0N

© 00 N O O

10
11
12
13
14
15
16
17
18
19
20
21
22

types of special access |lines, you know,
regardl ess of capacity and protocol and technol ogy
and type of provider, or should we do sonething
different?

MR. TAYLOR Well, | will take first
lick. The first |esson fromny perspective is
let's ook at what the data say. | nean, you've
junped to shall we include DS3s in the sane narket
as DSls, for exanple, or whatever. And | get very
nervous when we do nerger guidelines type, this is
in and this is out, this sort of binary zero-one
decision in market definition, | think, distorts
the notion of the neasure of conpetition that we
woul d get fromthe kind of quantitative,
data-driven, stuff that we're | ooking at.

MR. BAKER: But let ne interrupt because
when we do this in, you know, antitrust context,
we don't always have -- or we're not always
relying on doing this kind of study that you're --
price study you're proposing. First, we, you
know, we sonetinmes would -- usually -- will do it

I n other ways with other kinds of information,
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MR. TAYLOR: | understand. One of the
di sadvant ages of doing that in a market like this
Is that for sonme custoners, fixed wireless is a
perfectly good substitute for high-capacity
speci al access, for others it isn't. And if
you're going to | ook over a geographic area and
find sone custoners of that sort, sone custoners
of this sort, and then draw a line and it says,
well, it doesn't quite reach X-percent so fixed
wreless is out of it. And that to ne is not
telling you about what the conpetitive constraints
are in that geographic market because you're
ignoring the fact that sone custoners find it to
be a perfectly satisfactory substitute.

MR BAKER: So if all custoners aren't
I dentical, we can't define markets?

MR. TAYLOR: Defining markets the way
t hat you spoke of, of taking products and either
sticking them 100 percent in or 100 percent out, |
think, is distorting the conpetitive data in a way
that we would not do if we were doing the sort of

mar ket definition that we're tal ki ng about here.
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It's sort of like the differentiated product
mar ket definition issues in antitrust.

MR BAKER: So it's not possible to
deci de whether cola is a product market because --
rather than all soft drinks because the products
are differentiated? And sone custoners m ght view
| emon-1inme as a substitute for cola and others
won' t ?

MR. TAYLOR: If you do the exercise,
you'll find no matter how you cut that market that
when you increase the price of one, the price of
another is affected to sone degree whether or not
it's "in the market." And then to take those that
you' ve decided are in the market and ignoring
those that are out and do nmarket shares and, you
know, that sort of thing on those that are in the
market is throw ng away information. That's ny
only point.

MR. BAKER. Yes, it's throw ng away
information. |'Il agree with that, but isn't it
useful to ook at the information that's with -- |

mean, sonetines it's analytically helpful to
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define markets anyway even though you're throw ng

away i nformation?

MR, TAYLOR: | don't find it in these
mar kets particularly helpful. | nean, the
difficulty -- another difficulty, let nme say, is

take fixed wireless. A question you mght ask is
you know, is fixed wireless in the high-capacity
market? Well, | don't know. \Wat happens if we
raise the price of high-capacity wire |line
services? Wat happens if people shift to fixed
wireless? And dealing with this one product at a
time; | nmean, first fixed wireless, then we'll do
cable, then we'll do other substitutes, whatever
they are, also tells you the wong answer in the
sense that -- that is the answer at the end

whet her the | LEC has nmarket power or not because
the I LEC faces conpetition fromall of them not
just fromeach of themseriatim | think if you
go back to the raw theory of setting markets, it’
not one substitute at a tine that you do this
exercise for, but it's all conbinations of stuff

to do.

S
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1 MR. BAKER: But sonehow we nanage to

2 deci de whether the market is soft drinks or

3 whet her it also includes juice and al so incl udes
4 beer and wine. | nean, sonehow we nanage to get

around this problemeven without the price study
t hat you suppose we have to do in order to analyze
a problemin, you know, an antitrust context.

MR. TAYLOR: Yes, | understand that you
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do. | guess it's nmy conplaint that in

10 t el ecommuni cations and in special access that

11 you're going to run into trouble when you do that.
12 MR. BAKER: And so you would give the
13 same answer with -- | want to ask the sane ki nd of
14 gquestion with respect to a geographic market, that
15 I f we're thinking only about demand substitution
16 consi derations, should we be, you know -- how do
17 the follow ng possible markets sound? You know,
18 each building in which a channel term nation

19 customer is |located, each cell tower in which a
20 backhaul channel term nation custoner is |ocated,
21 each pair of wire centers served by interoffice

22 transport -- you know, would those be appropriate
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geographic markets? O if not, do we go nore
broadl y? How do we answer that question then?

MR TAYLOR Well, | will take a shot to
begin wwth. The Comm ssion's habit in those cases
Is to define the geographic narket very narrowy,
buil ding point to point, things like that. And
then to say for simlarly situated buil dings and
simlarly situated points to points, we wl|
conbi ne them and anal yze them as a market. So
that makes it -- makes the market on which you're
doing work | arger than a point-to-point market and
| arger than a buil ding.

MR. BAKER: Right. You're not endorsing
the Conm ssion's habit as the appropriate
met hodol ogi cal approach?

MR. TAYLOR. Well, | have to say, | have
not given the thought to -- the sane issue that
bot hers nme for product market | haven't given the
t hought to what its analog is in a geographic
context. It probably would bother ne if | had
t hought it out, thought it through.

MR. BAKER: Well, then ny final area
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here is about how to conpute nmarket shares. So
| et' s suppose that we've sonehow, notw thstandi ng
all the nethodol ogi cal problens involved, picked
sonething and called it a product narket and
pi cked sonmething else and called it a geographic
market. So we have a market. And now we deci de
we want to rely -- we want to | ook at narket
shares. So here's a proposal to react to, just to
clarify the, you know, the conversation. You
know, when | nake these proposals, |I'mnot trying
to say that this is what we're doing. This is
just -- okay. So suppose the conputed narket
shares, based on ownership of facilities that are
capabl e of serving the buildings within an area --
I n other words, a neasure of capacity, you know,
rat her than a neasure of sales |ike buildings and
who | eases them Those are two pieces of ny
proposal. So how do you react to that as a basis
for conputing market shares?

MR TAYLOR: Well, | think ny answer
woul d be why don't we | ook at the data and see

what happens for different |evels of market share
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the way you' ve cal cul ated: Market share based on
revenue, market share based on whatever the other
reason -- circuits perhaps -- the other reasonable
alternatives. And see across wire centers which
are associated with high prices, which are
associated wwth low prices, as you hold constant
all the other el enents.

MR. BAKER: And what are the factors
that mght tend to |l ead the -- okay, how to put
this. The -- so, yes, the data mght tell us one
thing and it mght tell us the other. What is it
about the world that mght |lead the data to tel
us that this is a good market definition and what
about in the world mght lead us to tell us that

no, we should do sonething different, building

counts or, say, or broader areas? | don't know if
| " ve asked that well, but try it.
MR. TAYLOR: Well, all I can do is cone

back to predictability. That is, if the neasure
that you have is well associated with the presence
of a price above a conpetitive |level -- which

we' ve ascertained in this benchmark study -- or
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below, it's associated with changes in prices, |
t hi nk we've got a pretty good neasure.

MR. BAKER: So without that kind of a
nmeasure, you have no basis for saying that let's
say building counts -- sonmeone m ght say,
"Bui l di ng counts m sl ead because they don't take
I nto account potential conpetition, whereas
capacity neasures m ght take into account
potential conpetition and it m ght be better for
that reason."” You have no basis for nmaking any
kind of statenents |ike that, absent the enpirical
anal ysi s?

MR, TAYLOR:  (inaudi ble) statenents |ike
that, as has everyone el se on both sides of this
I ssue for a long period of tine. And the
difficulty is it doesn't resolve anything. Yes, |
can see -- | can give you argunents why capacity
makes sense. | can give you why -- argunents why
share of business inability make sense, why share
of capacity within X-feet of a building nmake
sense, and |'msure Lee and Bridger can give you

t he opposite argunents. But then at the end of
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the day, with just those qualitative argunents,
you are left with trying to decide what the right
answer is in sone defensible, objective way. And
the history in this docket, | think, has been
that's very unsatisfactory to everybody as
conpared with a neasure which is based on
predictability and is objective in the sense of
t he nunber.

MR. BAKER: And if we were doing nerger
anal ysi s about products other than
t el econmuni cations, you'd feel the sane way?
Wll, if we were -- I'mjust thinking applying the
nmerger guidelines. |If we were doing antitrust
anal ysis and we were di scussi ng products not
involving -- if we were back in soft drinks and
beer and things like that, would you feel as
t hough you have no basis for choosing any units
for nmeasuring market shares unless you did an
enpirical study?

MR. TAYLOR. No, there are big
di fferences. |In consuner products, for exanple,

beer and soft drinks is easy. You' ve got register
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tapes. You've got all sorts of variation in

prices. You've got nunbers for the types of soft

drink -- skill nunbers, SKUs or whatever -- stock
keepi ng unit, exactly. | nean, you can do that to
a fare-thee-well. You can neasure econonetrically

at a given point in tine, price elasticities and
cost elasticities. That's a very different world
fromthe one we have here.

MR. BAKER: So you're saying it's easier
to do antitrust analysis in our world because you
can neasure better, or are you saying it's easier
to determne the units on which to calcul ate
mar ket shares because it's possible to do the
price study that you have in mnd there?

MR TAYLOR: Well, | guess it's the
| atter, that you can identify prices and variation
In prices. You can identify entrants, you can
Identify conpetitors. |[It's perhaps nore easy to
identify potential conpetitors w thout network
effects and all of that. |It's a qualitatively
di fferent animal .

MR. BAKER: Well, why don't | shift over
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1 to Bridger and Lee and see what you'd |like to say

2 about any of these questions about what

3 appropriate markets are and how to neasure nmarket

4 shar es.

S MR MTCHELL: Right. Well, | think

6 we're nore on the side of the questions as you've
7 posed themw th regard to market definitions, that
8 SNIP tests and the Merger Cuidelines do provide a
9 sensi bl e basis for distinguishing products and

10 areas that are in one market and not in another,
11 And that with respect, for exanple, through fixed
12 wreless, one can | ook at custoner decisions and
13 I nvest nents where custoners have nade those

14 substitutions for fixed wireless as distinct from
15 subscri bing to special access, and then ask in

16 that market, "lIs that a sufficient degree of

17 substitution to have affected what the price would
18 be if the market were supplied entirely by one

19 firnm?" And the -- that's another answer that

20 needs to be had about the prelimnary evidence

21 fromthe data. That not only is generally not and

22 the major suppliers of special access are not
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turning to fixed wreless for their supply of
backhaul .

MR. BAKER: Lee, did you want to add
anyt hi ng?

MR. SELWYN. Let ne, you know, focus on
a couple of areas. Let ne first tal k about
product markets. You raised the issue of soft
dri nks and whether cola and | enon-linme soda or
beer, you know, are different markets when doi ng
an analysis. Here it isn't even that conplicated.
Let nme give you sone analogies. |If we think of
DSO as, say, being anal ogous of bicycles, DS1
bei ng anal ogous of cars, and DS3 bei ng anal ogous
to buses, and OC3 as bei ng anal ogous, let's say,
to 18-wheelers, and OC96 as bei ng anal ogous to
ocean liners. These are obviously distinct
product markets. There's no cross elasticity.
There's no real substitution. |It's based on the
demand that's out there. To suggest that they al
shoul d be lunped into one product market nakes
absolutely no -- it doesn't nake any nore sense

than putting bicycles and ocean liners in the sane
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mar ket .

Anot her distinction that could be nmade

I s between whol esale and retail nmarkets. And this

goes to the issue of whether or not, for exanple,

t hat we should only consider Type 1 penetration in

terns of market share. W do not have a
conpetitive whol esal e ma